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ADEQUACY OF FINANCING FOR SMALL BUSINESS 
SINCE WORLD WAR II* 


IRVING SCHWEIGER 
University of Chicago 


INTRODUCTION 


IT HAS BECOME almost fashionable to say that small business is in 
trouble and that inadequate financing facilities are one of the chief 
causes. Agreement is so general that Congress can propose making 
$250 million available for loans to and equity investments in small 
businesses and elicit only scattered questioning of the need for such 
a program. This virtual unanimity of opinion is the more surprising 
because no comprehensive studies of small business in the postwar 
period have been available. 

This paper investigates the adequacy of small business financing 
since World War II with respect to two standards. The first is the 
economic health and ability to grow of small business; the second is 
the distribution of the available supply of capital funds. 

No single definition of small business is appropriate to all prob- 
lems. For simplicity, firms with assets of less than $1 million will be 
the standard definition of a small business throughout the paper un- 
less stated otherwise. 


EcoNoMic HEALTH AND ABILITY To Grow 


The economic health and ability to grow of small business will be 
examined with respect to the following issues, which have been the 
subject of much discussion: (1) declining profits and earnings; (2) 
insufficient savings to start new firms—inability to save out of in- 


* This paper is based on a study made by the author included in “Financing Small Busi- 
ness,” Report to the Committees on Banking and Currency and the Select Committees 
on Small Business of the United States Congress by the Federal Reserve System, Parts 1 
and 2, April, 1958. Views expressed are those of the author and do not necessarily reflect 
the views of the Board of Governors or the Federal Reserve Banks. 
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come to expand existing firms because of high tax rates; and (3) 
inability to obtain loan or equity funds to initiate or expand small 
businesses. 

Earnings.—The income or earning rate of small business firms is 
probably the most basic indicator of health and ability to grow. In- 
come is, however, one of the most difficult items to measure accurate- 
ly. Part of the problem is the scarcity of representative statistical 
data. A second difficulty is that much of the earnings data available 
suffers from distortion due to tax-avoidance decisions. Unincorpo- 
rated businesses, especially small ones, show a tendency substantially 
to underreport income and overstate deductions. In 1948 an audit of 
tax returns by the Bureau of Internal Revenue indicated that indi- 
vidual returns of less than $25,000 with business or professional 
income had understated income tax liabilities by an average of 25.7 
per cent. The relative understatement declined to 9.2 per cent for 
similar returns between $25,000 and $100,000 and 3.2 per cent for 
returns of $100,000 and over.’ 

Understatement of tax and income by corporations is also found 
by audit. In 1948 the added corporate taxes resulting from audit 
amounted to 1.4 per cent of aggregate corporate income taxes;? in 
1954 these additional taxes amounted to 4.2 per cent of the com- 
parable aggregate.® 

Another tax-avoidance device which confuses the measurement of 
small business earnings is the treatment of officers’ salaries and other 
expenses. For example, after analysis of Statistics of Income data, 
the Small Business Administration had this to say about relative 
changes in earnings of small and large corporations from 1947 to 
1953: 

Comparisons of rates of return on net worth, before or after taxes of large and 
small corporations are likely to be misleading since, in a small corporation owned 
and managed by the same persons, the dividing line between dividends and com- 
pensation of officers is less clearly drawn. Payments to officers as compensation 
may reflect, in part, a return on investment. The decision as to how payment is to 
be made, whether as compensation or dividends, may be based largely on tax con- 
siderations. In relation to the return on investment, the compensation of officers 
is a much larger factor for small companies than for large ones. Therefore, it is 


important to take particular account of it in appraising the profitability of small 
concerns. A study made on the basis of data through 1953 shows that when com- 


1. Marius Farioletti, “Some Results from the First Year’s Audit Control Program of 
the Bureau of Internal Revenue,” National Tax Journal, V, No. 1 (March, 1952), 77. 


2. U.S. Department of Commerce, National Income, 1954, p. 214, cited hereafter as 
“National Income, 1954.” 


3. Survey of Current Business, July, 1957, p. 23. 
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pensation of officers is added to the amount of earnings, no appreciable decline in 
rate of return on net worth is observable between 1947 and 1953.4 


In 1947, the after tax return on equity was 13.3 per cent for all 
small corporations according to Statistics of Income data and 16.3 
per cent for small manufacturing corporations.’ In 1953, the re- 
ported earnings of each of these small business categories was half 
or less of its 1947 rate. The Small Business Administration suggests 
that the decline in reported earnings was largely owing to a substan- 
tial boost in officers’ compensation. During this same period, larger 
manufacturing corporations had a decline in reported return on net 
worth after taxes from 15.5 per cent in 1947 to 10.8 per cent in 1953. 

Comparison of profit ratios since 1953 is awkward because there is 
no basis for judging whether any further shift has occurred in the 
crucial item of officers’ compensation. 

For what it is worth, the reported rate of earnings after taxes on 
net worth of small manufacturing corporations during the first nine 
months of 1957 compares closely with the 1953 rate. If officers’ com- 
pensation in 1957 were at a level equivalent to that of 1947, small 
manufacturing corporations, as a group, would apparently have 
earned about 16 per cent on net worth after taxes based on reported 
profits plus probably several more percentage points accruing from 
understated earnings.° 

It is important to note that small manufacturing firms did have a 
high rate of earnings after taxes in the postwar period, possibly a 
higher rate on net worth than that of large manufacturing firms. 
These high earnings could have been retained by the smaller firms 
for expansion and could also have served as a basis for attracting 
additional loan or equity capital. Alternatively, these earnings were 
available for disbursement to officers in the form of compensation 


4. U.S. Small Business Administration, 7th Semi-Annual Report, 1957, p. 18. 


5. Profit ratios of manufacturing corporations obtained from U.S. Federal Trade Com- 
mission-Securities and Exchange Commission, Quarterly Financial Reports for Manu- 
facturing Corporations. 


6. The Department of Commerce considers that data for small corporations provide 
a fairly satisfactory index to the movement of non-corporate income in the same indus- 
try, although the basis for generalization is still limited. “Industry-by-industry compila- 
tions of profit ratios (adjusted to include corporate officer compensation) for corporations 
in the two or three smallest asset-size classes showed the same pattern of decline as ex- 
hibited by the non-corporate ratios (between 1945 and 1947)” (National Income, 1954, 
p. 81). A complicating factor in comparing data for early postwar years with later years 
is a tendency to shift the legal form of organization from non-corporate to corporate 
status with the ending of the corporate excess profits tax. Relatively few firms were in- 
volved, but the effect on sales and income was appreciable because the shift was made 
chiefly by large firms—partnerships in manufacturing, retail trade, wholesale trade, and 
contract construction. 
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or to stockholders in the form of dividends or reacquired stock. In 
fact, a large portion of earnings of smaller corporations was used to 
increase compensation of officers, according to Statistics of Income 
data. Other sources suggest that reacquisition of stock by small com- 
panies was also frequent. 

Another guide to change in income levels of small business is fur- 
nished by the Federal Reserve Board’s Surveys of Consumer Fi- 
nances. These surveys have been conducted annually with a small 
probability sample of the spending units in the population, including 
spending units headed by self-employed non-farm businessmen. In 
1951, the first year for which the self-employed business group was 


TABLE 1* 


AVERAGE INCOME OF NON-FARM SELF-EMPLOYED BUSINESSMEN 
SPENDING UNITs, 1951-56t 


ALL SPENDING SELF-EMPLOYED 
Units BusinessMENt 
Median Mean Median Mean 

YEAR Income Income Income Income 
op cele see aan $3 ,200 $3 ,820 $4,180 $ 5,820 
ES coh aad ie. oa 3,420 4,070 4,730 7,010 
SN ic ng ai emia aa 3,780 4,570 5,000 8,830 
a a eo ae 3,700 4,420 5,710 8,360 
ct oe gee ae 3,960 4,650 6,000 8,180 
ee eee 4,250 5,140 7,500 10,750 


* Source: Federal Reserve Surveys of Consumer Finances. 


t Spending units headed by non-farm self-employed businessmen, including owners of closely 
held corporations, —— i businesses, and self-employed artisans. Income includes any 
non-business income earned by members of the spending unit. 


tabulated separately, the median income, including any non-business 
income, was $4,180. Subsequent income increases brought the median 
level to $7,500 in 1956—a gain of 80 per cent in five years. By way 
of comparison, the median income of all spending units in the popu- 
lation rose from $3,200 in 1951 to $4,250 in 1956, an increase of 33 
per cent (Table 1). 

These survey findings refer to businessmen in all non-farm indus- 
tries, with the great majority in the small business category. The 
data suggest that the incomes of small businessmen as a group have 
risen fairly steadily during recent years and probably at a faster rate 
than those of the whole population. It can be expected, however, that 
the current recession will reverse this upward shift for small busi- 
nesses, as it will also tend to reduce the earnings of large firms. 

Saving and investment.—In earlier decades, retained earnings 
were the chief source of funds for business expansion. Currently, the 
position is widely held that income taxes are so high that insufficient 
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funds are left to small businesses to permit expansion.’ Although a 
conclusive answer is not possible at this time, there is considerable 
information that can reduce the area of debate. The material pre- 
viously presented on the high rate of earnings after taxes of small 
manufacturing corporations is one type of information. Light is also 
shed on this point by survey data on the rate of saving out of income 
by business people. Information of this type was obtained by nation- 
wide Surveys of Consumer Finances in 1948, 1949, and 1950 and 
by a 1950 Bureau of Labor Statistics study of the urban population. 
The survey saving statistics are very crude and subject to consider- 
able margins of error. However, in all postwar surveys the differences 
in saving between business and non-business groups are so large and 
consistent as to direction that they suggest strongly a real difference 
in saving behavior. 

The four separate surveys indicated that, as a group, owners of 
unincorporated non-farm businesses saved from three to four times 
as large a percentage of their total income as did all recipients of 
personal income. The greater rate of saving appeared to result from 
both a higher average level of income and a tendency to save a larger 
percentage of high income than other groups. At disposable income 
levels of $10,000 and over, units headed by businessmen saved an 
average of more than one-third of income. Businessmen at all income 
levels averaged a saving rate of at least 15 per cent of income in 
these surveys (Table 2). Studies of family balance sheets also pro- 
vide a basis for judging the volume and disposition of saving of small 
businessmen. 

In early 1950 and in early 1953 the Surveys of Consumer Fi- 
nances obtained information on the asset and liability structure of 
individual spending units. In both years it was found that aggregate 
investment in own businesses constituted somewhat less than half of 
the total of included assets of non-farm businessmen.* Major addi- 
tional assets were owner-occupied homes, other real estate, liquid 
assets, and stock holdings. Debt—personal and mortgage—was rela- 
tively low for businessmen, amounting to only 6 per cent of their 
total assets compared with 12 per cent for the whole population. The 


7. For typical statement see U.S. Congress, Senate Committee on Banking and Cur- 
rency, Credit Needs of Small Business: Hearings (85th Cong., 1st sess. [June, 1957]), 
pp. 66-7, cited hereafter as “Credit Needs of Small Business.” 

8. Assets included are value of interest in an unincorporated business or privately held 
corporation; owner-occupied homes; other real estate, including commercial and rental 
property, summer homes, and farms; automobiles; and common or preferred stock in 
corporations open to investment by the general public. Major assets not included are in- 
surance; currency; trust funds; annuities; bonds of corporations and of state, local, and 
foreign governments ; household possessions such as furniture; and jewelry and paintings. 
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value of business interest accounted for half or less of total assets of 
61 per cent of businessmen (Table 3). 

This pattern suggests that many businessmen have no need for all 
their funds to expand their businesses but can invest substantial 
portions elsewhere, such as in real estate or in stock holdings. This is 
consistent with the finding of a Department of Commerce survey in 
1954 that 57 per cent of established business firms desired no out- 
side funds. If need develops, many businessmen have considerable 
resources to call on. Probably young businessmen and owners of 
newly established firms are in a less comfortable position with regard 
to accumulated funds. 


TABLE 2* 


INCOME AND SAVINGS OF UNINCORPORATED BUSINESSES AND 
OF ALL URBAN (OR NON-FARM) UNITS 
Distri- 

































































SAVING- 
BUTION AGGREGATE AGGREGATE IncoME 
or Units IncoME SAVING AVERAGE Ratio 
Survey, Type or Unit, (PER Billion Per Billion Per INcoME (PER 
AND INCOME Cent) Dollars Cent Dollars Cent (DoLLarRs) Cent) 
-- B.L.S.-WHARTON (1950) 
. All urban units, with in- 
come: 
Under $3,000 40 21,706 17 — 3,385 — 60 1,742 —15.6 
$3,000-$4,999 33 41,465 32 225 4 3,934 0.5 
$5,000-$7,499 17 32,340 25 1,698 30 5,976 §.3 
$7,500-$9,999 6 14,842 11 1,836 33 8,423t 12.4} 
$10,000 and over 4 19,989 15 5,263 93 15,877T 26.3} 
Total 100 130, 342 100 5,637 100 4,147 4.3 
2. Unincorporated business 
men, with income: 
Under $3,000 31 1,384 8 - 842 — #0 1,571 —60.8 
$3,000-$4,999 23 2670 14 - 196 —- 7 4,033 — 7.3 
$5 ,000-$7 ,499....... 20 3,556 19 352 13 6,110 9.9 
$7,500-$9,999.. 12 3,030 17 528 19 8,417 17.4 
$10,000 and over 14 7,604 42 2,953 105 18,546 38.8 
Total 100 18,244 100 2,795 100 6,302 15.3 
B. Kiemy-Marcouis Sur- 
vey or Consumer FI- 
NANCES (1948-50) 
1. Ali non-farm units, with 
income: 
Under $3,000 52 41,296 27 — 2,455 — 21 1,728 — 5.9 
$3,000-$4,999 33 57 ,642 38 3,897 33 3,839 6.8 
$5,000-$7,499.. 10 26,918 18 3,151 27 5 , 886 11.7 
$7,500 and over 5 26,918 17 7,206 61 12,268 27.5 
Total 100 152,098 100 11,799 100 3,334 7.8 
2. Unincorporated business 
men, with income: 
Under $3,000 37 1,857 11 — 1,057 — 25 1,379 — 56.9 
$3,000-$4,999 30 4,226 24 1,039 25 3,875 24.6 
$5,000-$7 ,499 18 3,882 22 1,046 25 5,981 26.9 
$7,500-$9,999. . 7 2,222 13 1,035 25 8,578 46.6 
$10,000 and over 8 5,205 30 2,112 50 17,180 40.6 
Total 100 17,392 100 4,175 100 4,768 24.6 


* Source: Irwin Friend and I. B. Kravis, ‘‘Entrepreneurial Income, Saving, and Investment,” American 
Economic Review, June, 1957, p. 299. 


+ Average income for all units with incomes over $7,500 is $11,530. 
t Ratio for all units with incomes over $7,500 is 20.4 per cent. 
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That these other non-business assets are used to support the busi- 
ness operation when necessary is indicated by a special study of the 
Prudential Insurance Company. This survey for the period 1953-56 
showed that “they made about the same volume of business loans 
that took the route of the residential loan as they made in the form 
of strictly business loans.”” 

All these data do not provide a direct answer to the question of the 
extent of shortages of personal funds to expand existing businesses. 
They suggest that a large percentage of small businessmen have all 


TABLE 3* 
DISTRIBUTION OF SELF-EMPLOYED BUSINESSMEN BY VALUE OF 
BUSINESS INTEREST AS PERCENTAGE OF TOTAL ASSETS 


(Percentage Distribution of Spending Units within Value of 
Business Interest Groups) 


RATIO oF VALUE OF VALuE or Business INTEREST 
Business INTEREST TO Under $1,000- $5,000- $25,000 
Torat Assets (Per Cent) $1,000 $4,999 $24,999 and Over 
SE ene 79 41 7 1 
ER Pee 1 27 14 6 
re 10 13 12 4 
eee 2 2 20 16 
| Tt 3 21 18 
A ee 8 3 11 19 
70-79 Tt 3 3 13 
80-89 t 3 7 15 
90-99...... t 1 4 8 
a Se t 4 t t 
CO eee 100 100 100 100 


* Source: 1950 and 1953 Federal Reserve Surveys of Consumer Finances combined, a 
total of 442 cases. 
t No cases reported or less than one-half of 1 per cent. 


the equity funds they require plus considerable resources outside the 
business which can be tapped if desired. As to current ability to 
accumulate resources, businessmen apparently did save at a very 
high rate in the 1948-50 period if their operations were sufficiently 
successful to provide a disposable income of $10,000 or more. If 
incomes were lower, the rate of saving apparently declined rapidly, 
making it considerably more difficult to expand by plowing back 
earnings. 

Investment in new business —In the years 1946-56 there was a 
net expansion of 1,045,000 firms in the business population (Table 
4). A crude, but probably conservative, estimate is that these addi- 


9. Testimony of Mr. James J. O’Leary, director of investment research, Life Insurance 
Association of America (U.S. Congress, House Select Committee on Small Business, Prob- 
lems of Small Business Financing: Hearings [85th Cong., 1st sess. (November, 1957) ], 
Part I). 
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tional firms involved initial investments totaling approximately $10 
billion, of which about $6 billion were in equity form (see pp. 341-42 
for details). Gross investment in the 4,310,000 new firms established 
in this period was approximately four times as large. This huge flow 
of investment funds to small businesses went almost wholly through 
informal channels. 

Net expansion of the business population slowed as the war-caused 
scarcity of firms was made good. Formation of new businesses, how- 
ever, continued at a high rate into 1957, with 211,000 new entries in 
the first six months of the year. 

Failures and reasons for failure-——The number and rate of busi- 
ness failures have tended to increase from the very low figures 


TABLE 4* 
NUMBER OF FIRMS IN OPERATION, SELECTED DATES 
(Thousands) 
Year All 
(Annual Average or Date) Industries 
eres 3,029 
Ea cul vkeee be rme tio cee x 2,782 
ETS yaperer yt sae 3,222 
an Sana Se rege eh Seer 2,905 
December 31, 1945......... 3,242 
December 31, 1950......... 4,067 
December 31, 1956......... 4,287 
ree 4,322 


* Source: Survey of Current Business, January, 1954, p. 12; 
ibid., April, 1955, p. 15; ibid., January, 1958, p. 6. 


prevailing at the end of the war. A partial explanation is the more 
rigorous competition that developed as the business population ex- 
panded. 

In recent months the number of failures has increased as econom- 
ic activity has turned down. Relative to the number of firms, failures 
are still considerably below the 1930’s and the prosperous 1920's 
(see charts). In September, 1957, the failure rate, seasonally ad- 
justed, reached a postwar high of 58.7 per 10,000 concerns listed in 
the Dun and Bradstreet Reference Book. It dropped somewhat to 
a 51.5 rate in October. By comparison, the failure rate was 70 for 
all of 1939, 83 for 1930-39, and 99 for 1920-29.!° 

If the operations of small businesses were significantly affected by 
unavailability of capital funds except at high cost, it is reasonable to 


10. Survey of Current Business, January, 1958, p. S-5; and National Industrial Con- 
ference Board, The Economic Almanac (1956), p. 302. 
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expect this factor to appear as an important contributor to business 
failure. Numerous and widely accepted studies of business failures 
have almost always concluded that lack of capital and credit were 
rarely the causes of failure." The blame has usually been placed 
largely, but possibly unjustifiably so, on personal factors—incom- 
petence, inexperience, lack of judgment, family problems, poor 
health, etc.?* 


DISTRIBUTION OF CAPITAL FUNDS 


Discussion of the distribution of capital funds to small businesses 
has focused on the following alleged problem areas: (1) reduction in 
the availability, means, and sources of credit; (2) unavailability of 
medium- and long-term credit; (3) excessive cost of credit; and (4) 
lack of equity funds. 


LoAN FuNDs 


Availability of credit—A first approach to the determination of 
the availability of credit to small business would be to measure the 
change in its total debt. At one extreme, no change or a decline in 
outstanding debt of small businesses when large firms are expanding 
debt is likely to be an indication of lack of availability. At the other 
extreme, a very large increase in outstanding debt of small businesses 
or a relatively greater increase than for large businesses would pro- 
vide a tentative indication of adequacy of availability of credit, al- 
though this would imply little about term or cost of credit. 

There is almost nothing in the literature that deals broadly with 
this question. Most attention has been devoted to individual forms 
of debt or to debt experience of an individual company or industry. 
The piecemeal approach is particularly unsatisfactory in this case 
because there are so many sources of credit available to small busi- 
nesses. Banks, trade suppliers, commercial finance companies, fac- 
tors, insurance companies, officers and stockholders, friends, and 
relatives are among the sources available which are utilized in vary- 
ing degrees over time. Further, new credit instruments have been 
developed in recent years, such as equipment and accounts-receiv- 
able financing, which are of particular importance to the small com- 
pany. Concentration on one or a few traditional sources and tech- 

11. For a digest of such studies see Edwin B. George, “Can Small Businesses Get the 
Capital They Need?” Dun’s Review, October, 1952, p. 117. 


12. U.S. Congress, Committee on Banking and Currency, Financing Small Business: 
Hearings (85th Cong., 2d sess. [April, 1958]) ; for discussion of this point, see ibid., Apri! 
11, 1958, p. 134. 








if 


—- oD 


~~ = —lUr Ol TOS © FS OO 


siness 
ilures 

were 
laced 
1com- 


poor 


1esses 
ion in 
ity of 
d (4) 


ion of 
re the 
ine in 
nding 
other 
nesses 
1 pro- 
it, al- 


r with 
forms 
ustry. 
$ case 
_ busi- 
3, fac- 
;, and 
vary- 
. been 
eceiv- 
| com- 
tech- 


Get the 


usiness: 


1., Apri! 








Small Business since World War II 333 


niques of credit may miss significant developments in the growth of 
credit available to small business. 

The change in total debt of all small businesses is not known with 
precision, but an excellent indicator is the net growth in debt of un- 
incorporated business firms, a group which includes the great major- 
ity of small businesses. The Securities and Exchange Commission 
and Department of Commerce jointly prepare estimates of change in 
debt of non-farm unincorporated businesses to banks and insurance 
companies and to all other corporations.’* The figures are obtained 
as a residual and therefore have a considerable margin of error. 

These estimates show that in the eleven years 1946-56 non-corpo- 
rate firms increased their net outstanding debt to corporations by 


TABLE 5* 


CHANGE IN DEBT OF NON-FARM UNINCORPORATED BUSINESSES, 1946-56 
(Billions of Dollars) 


CHANGE IN DEBT TO 


Banks and Insur- Other Corporations All 
VEAR ance Companies (Net Payables) Corporations 

ia vad eel a ee 1.91 1.10 3.01 
RS EE ae 2.06 1.24 3.30 
1948.... 6 Rik Be wi 0.51 1.82 2.33 
ae ; 2.02 — 0.84 1.18 
eee 4.57 2.61 7.18 
_. ae 0.66 0.81 1.47 
eS es J ro 0.52 2.33 2.85 
a 0.54 — 0.84 — 0.30 
RE See 2.74 — 0.12 2.62 
eee 3.82 0.26 4.08 
1956. ... 2.80 3.37 6.17 

Total 1946-56. 22.15 11.74 33.89 


* Sources: Survey of Current Business, July, 1957, Table 6, p. 12; and U.S. Department of 
Commerce, National Income, 1954, Table 6, p. 167 


about $34 billion (Table 5). The magnitude of this increase may be 
indicated by the /evel of such debt before the war and at the end of 
the war. In 1939 the net outstanding debt of unincorporated business 
firms to corporations was a little more than $5. billion;** at the end 
of 1945 the total was virtually the same as in 1939, just over $5 bil- 
lion. In the subsequent eleven years the increase of $34 billion in 
total debt to corporations represented a rise of more than 600 per 
cent. Put another way, the average debt to corporations of unincor- 
porated concerns rose from $1,800 in both December, 1939, and De- 
cember, 1945, to more than $10,000 at the end of 1956 (Table 6). 
13. National Income 1954, p. 167; Survey of Current Business, July, 1957, p. 12. 


14. Irwin Friend and Vito Natrella, Individuals’ Saving: Volume and Composition 
(New York: John W. Wiley & Sons, 1954), Tables 6 and 7, pp. 37 and 39. 
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These data, even after allowance for the rise in the price level, tend 
not to support the widespread belief that “the means and sources of 
credit are becoming more limited to [small business] all the time.” 

Expansion of unincorporated business debt took place in all ex. 
cept one of the postwar years. The borrowing pattern shifted from 
year to year as circumstances and relative advantage required. Thus 
in 1956—a year of credit restraint—unincorporated firms had a 
smaller increase in debt to banks and insurance companies than in 
1955 but a much larger one to “other” corporations. In spite of the 
restraint, unincorporated businesses added more than $6 billion to 
their outstanding debt in 1956, as compared with $4 billion in 1955, 


This large increment had been exceeded in the past only by the $7 


billion rise in 1950. 


TABLE 6* 


AVERAGE DEBT OF NON-FARM UNINCORPORATED BUSINESSES 
SELECTED DATES 


Number Total Debt to Average Debt 

of Firms Corporations per Firm 
End of Year (Thousands) (Million Dollars) (Dollars) 
Se 2,900 5,320 1,800 
ne 2,900 5,200 1,800 
See 3,700 39 ,090 10,600 


* Note: Debt data from Irwin Friend and Vito Naturella, Individuals’ Saving: Volume and 
Composition (New York: John W. Wiley & Sons, 1954), pp. 36 and 38 for 1939 and 1945 figures 
of outstanding debt. Change in debt 1946-56 added to outstanding debt at end of 1945. See Table 
5 for sources of change in debt. Figure for 1956 may be slightly overestimated because of conversion 
of unincorporated firms to corporate status. Number of firms from various issues of Survey of 
Current Business. 


The flexibility provided small business by the variety of its credit 
sources gives it some capacity to reduce the effect of restriction on 
any of its individual borrowing sources. There are, of course, many 
individual firms with limited borrowing opportunities or insufficient 
knowledge to make full use of available sources. Reports of the 
Small Business Administration indicate that it is not infrequent for 
small firms to be unaware of available credit sources and instruments 
which could satisfy their needs.’® 

Additional data bearing on the availability of credit to small busi- 
nesses may be found in the Federal Trade Commission—Securities 
and Exchange Commission financial series for manufacturing corpo- 
rations. This series provides data on bank and non-bank borrowing 
by size class of borrower. Because of yearly reclassification of indi- 
vidual firms as their assets increase or decrease and changes in 


15. Credit Needs of Small Business, p. 62. 
16. U.S. Small Business Administration, 1st Semi-Annual Report, 1954, pp. 61-63. 
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sample and in reporting firms, the data by size class require cautious 
interpretation. However, if the data are analyzed in terms of changes 
in debt relative to equity, much of the variability is removed, and, in 
addition, a significant economic measure results. Certain types of 
data in this series are available beginning in 1948. 

At the end of 1948 small manufacturing corporations had a slight- 
ly larger debt to equity ratio as a group than did all manufacturing 
corporations—34 to 28 per cent.’* Subsequently, debt increased rela- 
tive to equity for both small and all manufacturing corporations, but 
the rise was much greater for the small firms. By September 30, 
1957, debt amounted to 61 per cent of equity for the smaller group 
and to 36 per cent for all manufacturing corporations (Table 7). 

Small manufacturing corporations had a larger percentage in- 
crease in amount of debt as well as a greater increase in debt relative 
to equity. Between the fourth quarter of 1948 and the third quarter 
of 1957, small manufacturing corporations increased their total out- 
standing debt by 195 per cent (from $1.98 billion to $5.87 billion), 


| while outstanding debt of all manufacturing corporations rose about 


145 per cent. The more rapid rise of borrowing by the small firms 
did not appear to be limited to the early postwar years but probably 
continued in 1956 and 1957. 

An approximate and very conservative estimate of the increase in 
debt of all small businesses in the years 1946-56 would total more 
than $45 billion. This is based on the $34 billion increase in net debt 
of unincorporated non-farm businesses to corporations—a $4 billion 
expansion of gross debt by small manufacturing corporations and 
more than $7 billion increase in gross debt of small corporations in 
other unregulated industries, such as trade, construction, and serv- 
ices. These data indicate a very considerable availability of credit to 
small business as a group. 

Despite a general availability, there might yet be a problem of 
distribution, of areas with unsatisfied demand. Some information on 
this point is available from a Commerce Department survey covering 
small and medium-sized businesses.’* A sample of firms was re- 
quested to report their gross demand for funds in the twelve-month 
period ending June, 1954, and the extent to which demands were 
satisfied. 


17. “Debt” is defined as short-term bank loans, other notes and accounts payable, and 
bank and other long-term debt. “Equity” is defined as the sum of capital stock and sur- 
plus, earned surplus and reserves, and reserves not reflected elsewhere. 


18. Loughlin F. McHugh and Jack N. Ciaccio, “External Financing of Small and 
Medium-Size Businesses,” Survey of Current Business, October, 1955. 





th 


= &°S & 


— od exso8t awenn 


a 


of 
t 
| 
a 
a 
0 








ae a to ee, SOLE Te VqSp are wu Styecud « = ein CY Ie 





4209-2204" (©) ew peuyop =} sqeP “402-3204S “S1dYMIS[S PF}2Ood Jou SoAsove4 PUY “SeAsovea PUY SNHIdans pours ‘snjdins- ‘pus APO pe o wane Os ee pouygep “st Ayinbyj F 


LS61 ‘O€ SAanNaLags 





“GOTT TS UYU? Sse] JO Sjoss"Y QIIM suUIZy SY peTYyep o1e SUOT}BIOdI09 FZuyNjzoOVjnuPU [wu 4 
“suo1j040g 405 Bussnjoofnun py 40f staoday powouvusy Kjsaqs0n~) ‘UOCTSSTUIMIOT VFuBYOKY pu s9y1INSeG—UOTISssTUIWIOTD 2PBIy, [eIIPIy “Sf, :90INOS » 
z°9¢ z°09 ve e°es Tee 6° 6P 
8°82 c LY LLé 0' eh = 
$8 9 £°or 9 


W119}-3104§ 
‘199P ws4a}-3U0] YjLM popnjrus 19ap 
UL49j-3U0] UO JuauADjSUL 4udssNnD 


W19}-}.104S 
*192P Uh 494-J404S 4pm Papnjous 19ap 
UL49]-3U0] UO yUaMpDISUL puassND 
“di0g *dio9 *di09 ‘diog *diog *diog Igaq 40 adap 
Iv S uv (Teas lv Tews uv eas 
OS6I ‘I¢ AtanNaDAG SS6I ‘I¢ SaanaDaq PS6I ‘Ig AaaNIAG St6I ‘I€ AtaNBAG 


({3u99 19g ‘Ayinby 03 3qQaq Jo oney) 


sSHLV( GALOATAS ‘SNOILVUOdNOD ONIMALIVANANVW TIV ANV TIVNS WOd SOLLVY Lag 
+L ATAVL 


(a) short-teem 


in define 


390.2 


<2 





34.2 


99. 


47.9 


henlitenhinsha saat tb hadedeaniings> # smn male akc th 


plus, earned surplus and reserves, and reserves not peflected elsewhere Short term dobt 
amen as Rr ae ee eer 


20. 
d sur 


vo. 
ke an 
* payable. — 


pital stoc 
taxa t 


of ca 





BOUL. ce ee ee ee wee ee 
quity is, defined as the 


“aa 


§ 
$ 
. 
$ 
4 
. 
Ss 
s) 
x 
& 
is 
2 
S 
3 
? 
= 
C) 
= 
3 
4 
2 
& 
— 
& 
~ 
2 
: 
& 
a 
2 
. 
= 
*. 
3 
~ 
¢ 
3 
3 
E 
E 
3 
1S) 
2 
ct 
a 
a] 
* 
kl 
wv 
8 
ci] 
BS 
= 
t 
3 
3 
a 
I 

2 
g 
: 
£ 
8 
1S) 
e 
vv 
a 
— 
& 
3 
— 
0 
vc 
o 
= 
aw 
=) 
o 
9 
= 
3 
* 


t 
” 
g 
3 
4 
3 
Lh 
£ 
= 
3 
L 
3 
i 
s 
= 
3 
: 
e 
Lt 
4 
3 
g 
€ 
3 
J 
£ 
5 
a 
i 
a} 
3 
£ 
& 
. 
§ 
9 
“ 
a 
t 
3 
g 
y 
é 
3 
a 
v7) 
- 


ee 
ba 








Small Business since World War II 337 


Nothing is said about the supply or demand conditions respecting 
the unsatisfied demand, which would make it economically meaning- 
ful. However, taken at face value, the survey indicated that in this 
mild recession the working-capital needs of small businesses were 
virtually all met but that there was difficulty in obtaining relatively 
large sums for long terms to fill out capital structure or begin a 
major expansion. It would be useful to know the extent to which this 
phenomenon was common to large and small firms in the midst of a 
recession. 

The quality of at least part of unsatisfied demand is indicated in 
the Department of Commerce survey by the finding that “a number 
of firms indicated, for example, that while they wanted the money, 
they felt their then existing circumstances warranted a refusal by the 
lender.”?® 

Medium- and long-term debt.—Another important aspect of the 
adequacy of small business financing is the term for which loans are 
available. Short-term credit is preferred for certain purposes because 
of flexibility and lower cost. But the shorter the period, the greater 
may be the risk to the borrower. Contingencies may arise which im- 
pair ability to repay in the short run. Long-term credit may also be 
desired for certain investments, such as plant and equipment, which 
require an extended period before they pay for themselves. Both 
small and large concerns frequently prefer long-term credit as a sub- 
stitute for equity because interest payments on these funds are tax- 
deductible and costs are generally lower. Small concerns especially 
prize semipermanent loan funds which do not require sharing of con- 
trol with outsiders. 

In the postwar period the volume of medium- and long-term credit 
has increased substantially, and there is evidence that such credit has 
become increasingly available to small businesses from both bank 
and non-bank sources. 

In November, 1946, member banks of the Federal Reserve System 
had $4.5 billion of business loans outstanding with an original ma- 
turity of more than one year (the so-called term loans). In October, 
1957, the total of term loans was $15.4 billion—a rise of about 240 
per cent. During this period, member-bank term loans to businesses 
with assets of less than $250,000 increased from $739 million to 
$2,618 million—a gain of more than 250 per cent.” The greater 


19. Ibid., p. 17. 


20. Lack of comparability for asset size limits over $250,000 do not permit direct com- 
parison of the usual grouping of firms with assets of less than $1 million. 
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availability of term credit to small business is also evidenced by a 
sharp rise for this group in the proportion of term to total bank 
credit, although there was only a small change from 34 to 38 per cent 
in the proportions of term credit for all borrowers. In 1946, 22 per 
cent of all business bank loans to small business were term loans; in 
1957 the percentage had risen to 39. 

If the experience of small manufacturing corporations is indicative, 
non-bank sources appear to have increased long-term credit to small 
business in recent years to an even greater degree than banks. The 
Federal Trade Commission—Securities and Exchange Commission se- 
ries for manufacturing corporations (already referred to on p. 334) 
provides data on this point beginning in 1948. 

Between the fourth quarter of 1948 and the third quarter of 1957, 


outstanding long-term loans to small manufacturing corporations | 


from non-bank sources rose from $397 million to $1,369 million—an 
increase of nearly 250 per cent. By comparison, term loans by banks 


to these same firms went from $123 million to $315 million—an ad- | 


vance of about 150 per cent. These figures exclude instalment pay- 
ments on long-term debt due within a year. No details are provided 
in this series as to the identity of the non-bank lenders. 

There has been considerable discussion of the inability of small 
manufacturing corporations to obtain medium- and long-term credit. 
Such discussion has been based largely on individual cases or specific 
sources of credit. As a group, small manufacturing corporations ap- 
pear to have begun the postwar period with relatively less long-term 
debt than large firms but to have increased such debt at a faster rate 
both in absolute amount and relative to equity. This is true for both 
bank and non-bank long-term credit. In the third quarter of 1957, 
total long-term debt (excluding current instalments) amounted to 
about 18 per cent of equity funds for small as well as large manufac- 
turing corporations. At the end of 1948 the comparable ratios had 
been 8.9 per cent for small and 13.5 per cent for all manufacturing 
corporations. 

A crude estimate of the average maturity of debt is possible by re- 
lating the instalments due within a year to the total amount outstand- 
ing. The result will tend to underestimate the true period but pro- 
vides a useful minimum measure. For small manufacuring corpora- 
tions, long-term debt to banks has averaged between four and four 
and a half years in the 1954-57 period for which such data are avail- 
able. Long-term debt to non-bank lenders apparently increased grad- 
ually in average length from about six to eight and a half years be- 
tween 1954 and 1957. For all manufacturing corporations, the 1957 
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average for long-term bank debt was about seven and a half years 
and for non-bank debt about twenty-five years. 

The implied longer terms for the larger corporations probably re- 
flect their longer-term objectives and the greater assurance of repay- 
ment on either a secured or an unsecured basis. It would be unreason- 
able to seek or to grant a fifty- or hundred-year Joan to an unincorpo- 
rated business or to a small corporation producing one or a few 
products for which the market might disappear in a few years. On 
the other hand, such long-term loans are appropriate for large multi- 
product corporations which anticipate operation in perpetuity. It is 
important to note, however, that loans of such length are rarely nec- 
essary for specific projects. Even for large corporations, the payoff 
period for nearly all non-real estate investments is less than ten years 
and would probably be less than five years in a majority of cases. It 
is significant that the average term debt for the small corporation is 
as long as it is and is tending to increase in length in the fast-growing 
non-bank lending sector. 

Cost of credit—To ascertain whether small businesses are paying 
excessive prices for credit is very difficult. High interest charges are 
inconclusive, taken by themselves. The cost of credit should reflect, 
among other factors, differences in risk, service, and administration. 
Small businesses will be charged a higher rate on each of these 
counts. The problem is the amount of the difference. In theory, a 
smoothly functioning competitive capital market will eliminate ex- 
cessive charges if they exist. In practice, restrictions on the flow of 
capital, institutional lags, incorrect notions of risk, and imperfect 
competition among lenders may permit excessive charges to develop 
and continue. 

I know of no adequate studies of the over-all cost to lenders of ex- 
tending credit to small concerns. What can be said at this time is 
that the absolute and relative differences in cost of credit to small 
and large borrowers have apparently narrowed in recent years. In 
1946 the average rate on short-term bank business loans of less than 
$10,000 was 4.2 per cent compared with 1.7 per cent for loans of 
$200,000 and over. The absolute and relative difference narrowed in 
each subsequent year, except 1954, of the postwar period. The 
process continued in 1957, and the gap was apparently less at that 
time than at any previous point in the postwar period (see Table 8). 
Allowance for minimum balance requirements, which affect large 
accounts to a greater extent on the average, would bring the effective 
interest rates even closer. 

In the light of the greater risk of lending to small businesses and 
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the relatively higher costs of investigation and administration of such 
loans, it does not appear that the current small difference in rates be. 
tween large and small loans could include a significant amount of 
excessive charges to small businesses on short-term bank loans. Fed- 
eral Reserve data suggest that some narrowing of the spread in inter- 
est rates between large and small loans has taken place with respect 
to term bank loans also, but not so much as with short-term loans.”* 

Special tabulations of insurance company loans to business and 
industry from 1953 to 1956 also indicate some reduction of the dif- 
ference in interest rate between large and small loans.” Similar de- 
clines in rates for other major forms of credit to small business are 
indicated, although data are fragmentary. With accounts-receivable 
financing, for example, which is especially important for small busi- 
ness, “as more efficient operating techniques were introduced, more 


TABLE 8* 


BANK RATES ON SHORT-TERM BUSINESS LOANS IN SELECTED CITIES 
(Averages of Quarterly Data, Per Cent) 


ALL Size oF Loan (THOUSANDS oF DoLLars) 
Periop Loans 1-10 10-100 100-200 200 and Over 
i eae 2.1 4.2 3.1 ai 1.7 
2.2 4.5 3.6 3.0 2.4 
e6..... 3.6 5.0 4.3 3.9 3.4 
1955. 3.7 5.0 4.4 4.0 3.5 
1956. 4.2 5.2 4.8 4.4 4.0 
1957. 4.6 5.5 5.1 4.8 4.5 


* Source: Federal Reserve Bulletin, May, 1955, p. 529, and January, 1958, p. 49. 


adequate risk experience developed, and competition grew, typical 
rates per annum generally have been reduced by one-half or more 
since the 1920’s.’”* 


Equity FUNpDs 


The adequacy of the flow of external equity funds to small busi- 
ness has received considerable attention, but the approach to this 
question has usually been of limited scope. Most analysis and com- 
ment have been restricted to insights provided by individual com- 
pany experience or to examination of data concerning relative size 
and cost of stock issues registered with the Securities and Exchange 
Commission or to experience of a limited group of companies in some 
locality or specific industry. 


21. See Federal Reserve Bulletin, April, 1958, p. 405. 
22. See Problems of Small Business Financing, p. 161. 


23. Clyde W. Phelps, Accounts Receivable Financing as a Method of Business Finance 
(Baltimore: Commercial Credit Company, 1957), p. 41. 
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Availability of equity funds —lIn the literature I have examined 
there has been very little analysis of the entire external equity 
area, which includes the sphere of non-corporate enterprise. The lack 
of attention to equity investment in non-corporate business is under- 
standable in view of the difficulty in obtaining reliable data. To ignore 
it, however, is to miss a major portion of the flow of equity funds— 
a flow that goes predominantly to small business. In the eleven years 
1946-56, as has been indicated, there was a net expansion of 1,045,- 
000 firms in the business population, while a total of 4,310,000 new 
businesses were started during this period.™* 

A crude estimate of the volume of equity funds invested in new con- 
cerns is possible on the basis of Department of Commerce surveys. 
One such survey found that the initial investment in trade firms or- 
ganized in 1945-47 averaged about $22,000 for wholesale and $9,500 
for retail concerns. A second survey, covering manufacturing firms 
newly established in the 1946-48 period, found initial investment to 
average about $12,000 per firm.*° Both surveys estimated that equity 
funds accounted for 62—63 per cent of the total initial investment. 

The following estimate is probably conservative in assuming that 
equity funds averaged only 60 per cent of initial investment and that 
initial investment averaged only $9,500 per firm in all industries. On 
this basis the expansion of the business population by 1,045,000 units 
from 1946 to 1956 involved initial investments totaling approximate- 
ly $10 billion, of which about $6 billion were in equity form.”® Gross 
investment in the 4,310,000 new firms established in this period was 
approximately four times as large. Inasmuch as most new firms are 
“small business,” it is evident that a very large total of equity funds 
has been channeled into small businesses in the postwar period. 

Corporations, excluding banks and insurance companies, obtained 
a total of $22.8 billion from stock issues in the same 1946-56 


24. Approximately 50,000 of these new firms were in regulated industries—transpor- 
tation, communication, and other public utilities. 


25. “These compare with an average initial investment in the twenties of about $8,400 
by 941 Boston and New Jersey concerns in all industries which filed in bankruptcy in the 
1929-31 period” (Lawrence Bridge, The Financing of Investment by New Firms: Con- 
ference on Research in Business Financing [New York: National Bureau of Economic 
Research, 1952], p. 67). 


26. The above estimate is considered very conservative, in that investment require- 
ments per firm have undoubtedly increased with higher price levels. Also investment re- 
quirements for wholesale, manufacturing, and construction probably average somewhat 
higher than for retail firms, while only service and miscellaneous firms might average 
slightly lower investment requirements. In addition, corporations, which are generally 
larger than non-corporate enterprises, constitute an increasing, although still small, per- 
centage of newly established businesses. 
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period.”* Of this total, over 60 per cent, or $14 billion, was raised by 
corporations in the public utility and communication industries. Thus 
corporations in these government-regulated and -controlled indus- 
tries obtained most of the so-called risk capital provided by the or- 
ganized capital markets during the postwar period. 

True risk capital was provided sparingly by the organized capital 
markets to corporations in all other, mainly non-regulated, industries 
—manufacturing, construction, trade, service, etc. In eleven postwar 
years, all corporations in these latter industries obtained a net total 
of nearly $9 billion of external equity funds from stock issues. Some 
part of this sum was capital raised by newly formed corporations and 
is also included in the estimated $6 billion of equity funds raised by 
new firms. It can be estimated on the basis of Department of Com- 
merce survey relationships that this sum may total at least $2 billion 
and possibly as much as $3 billion. 

The $6 billion of initial equity funds of new firms in 1946-56 thus 
appears to have been of approximately equal magnitude to all other 
external equity funds obtained by established corporations in com- 
parable industries. 

The relative availability of equity funds to established large and 
small businesses may also be gauged from the proportion of external 
funds which came from this source. Stock issues accounted for 3 per 
cent of total external funds obtained by all corporations—large and 
small—in non-regulated industries in the 1946-56 period, according 
to Commerce Department estimates.** There was apparently little 
difference in this ratio between small and medium-sized businesses, 
on the one hand, and large businesses, on the other. A special Com- 
merce Department survey investigated the “external funds” obtained 
by small and medium-sized corporations during the twelve months 
ending June 30, 1954. It found that established firms (those in exist- 
ence in early 1951) obtained 3 per cent of the total of their external 
capital requirements through stock issues. Relatively new firms, 
those established only one to three years, obtained about 10 per cent 
of their capital requirements in equity form.”® The published survey 
results do not show how the equity funds were obtained by the estab- 
lished smaller firms or the groups providing the funds. 

Investment in established small firms, as indicated by survey re- 
sults, is consistent with the evidence mentioned previously concern- 

27. Survey of Current Business, September, 1957, p. 9. 

28. Ibid., p. 9. 


29. In each case, percentages based on gross funds have been converted into percent- 
ages based on capital requirements. 
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ing the large volume of equity funds made available for initial invest- 
ment in new firms. Evidently, large sums are available for equity in- 
vestment, and they do reach smaller concerns but in erratic, informal 
fashion and with no organized national market.*° 

An indication of the wide dispersion of funds which may never 
see the organized security markets but which may be available for 
investment with a relative or friend, in a good local opportunity or in 
one’s own firm, is the finding that 2} million spending units held 
$10,000 or more in liquid assets in early 1957. More than 5 million 
spending units owned at least $5,000. Contacts between businessmen 
and owners of substantial amounts of liquid funds are undoubtedly 
numerous and conducive to equity investment, especially where the 
firm has good prospects and the owners are not strongly opposed to 
the entry of outsiders. 

In view of the well-known reluctance of many small businessmen 
to permit equity investment by outsiders, it is enlightening to note 
that the percentage of equity funds from external sources was the 
same for small as for large firms in comparable industries. This sug- 
gests that a substantial volume of equity funds is potentially avail- 
able to those firms willing to accept outside funds. 

There are grounds for belief that small firms which are expanding 
rapidly and are most in need of external equity funds are best able to 
attract such funds. Firms which have favorable growth prospects are 
especially attractive to investors—public or private—because of 
large potential capital gains taxable at low rates. In addition, the 
marginal return on added equity investment for growth companies 
tends to be high, so that these firms are in a better position to meet 
the requirements of the suppliers of capital. 

There are few published data which bear on this point in any 
satisfactory way. Individual cases of successful enterprises reported 
by publications such as Fortune indicate that many of the successful 
small enterprises have been able to tap the equity market, but there 
is no basis for judging how typical or representative these firms may 
be. 

From the limited use made of external equity funds by both large 
and small firms (only about 3 per cent of total external funds for 
established firms) a reluctance to obtain additional external equity 
funds may be inferred. This may be based on dilution of share equity 

30. Of the stock and bond sales to the general public by new manufacturers in the 


1946-48 period, only about one-third of the funds was raised with securities registered 
with the Securities and Exchange Commission (see Bridge, op. cit., p. 69). 
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because of low market prices, sharing of information and contro] 
with outsiders, or preference for tax-deductible interest payments. 

A measure of unsatisfied demand for funds and knowledge of the 
relevant factors would be extremely useful. “Unsatisfied demand” is 
very difficult to define and to measure, however. Several attempts 
have been made, but the concepts of unsatisfied demand used were 
generally vague. For example, the Commerce Department obtained 
information on a basis which resulted in firms saying they were satis- 
fied if they felt that there was no use in “seriously” attempting to 
obtain funds. Others reported themselves as unsatisfied if they had 
“seriously considered” obtaining funds for a specific purpose but had 
rejected the notion themselves because of a poor sales forecast, pref- 
erence for tax-deductible interest, reluctance to admit outsiders, or 
because the cost of capital made the investment uneconomic. Without 
additional information, these findings are not very helpful. 

The Department of Commerce survey, which covered the twelve 
months ending in June, 1954, suggests that unsatisfied demand for 
external equity funds was recorded by 3 per cent of established firms 
and 4 per cent of newer firms. A 1955 mail survey of members of the 
National Association of Manufacturers found that 2 per cent of 
small firms (50 or fewer employees) were in immediate need of addi- 
tional funds which they would prefer to raise through issuance of 
common or preferred stocks. The association survey data suggest 
that general, rather than differential, scarcity of risk capital may be 
involved, inasmuch as firms with net worth of over $1 million de- 
sired immediate access to additional equity capital about as frequent- 
ly as did firms of lesser net worth.* 

A qualitative survey in 1957 of venture capital investment by the 
staff of the Federal Reserve System found that “capital, while avail- 
able to small business ventures, is available mainly to the relatively 
more promising ones and on rather stiff terms’”*” but that, in the light 
of investment experience, “the amount of capital going into venture 
capital investment may well be about all that the ‘test of the market’ 
can justify on purely economic grounds. In other words, private 
channels may be diverting at least as much capital into venturing as 
is justified by the test of comparative earnings net of losses.”’** 

Cost of equity funds.—Available information does not permit a 
reliable assessment of the relative cost of external equity capital to 

31. National Association of Manufacturers, Financing Small Business, 1955 (1956), 
p. 13 

32. Ibid., p. $26 33. Ibid., p. 537. 
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small and large business firms. A major portion of the funds made 
available to small and medium-sized firms is obtained from personal 
and informal contacts for which no information of costs is available. 
Further, the concept of cost has many dimensions which are fre- 
quently overlooked in the literature dealing with the financing of 
small business. 

To calculate properly the marginal cost of equity capital requires 
assessment of the effect of the increment of capital upon all other 
costs of the firm. For example, additional capital may result in an 
improvement in credit rating, which would reduce the bank interest 
rate charged, permit switching of debt from high-cost non-bank 
sources to low-cost bank sources, allow the firm to shop among 
suppliers for best price, and permit taking advantage of cash dis- 
counts, which are frequently at the rate of 24-36 per cent per year. 
The consequences on total costs of an increase in equity are probably 
disproportionately greater for small firms than for large firms be- 
cause the former’s debt equity 'atio tends to be higher. 

Proper consideration of the economic desirability of obtaining ex- 
ternal equity capital at a given price requires even broader analysis 
than total costs. What is necessary is evaluation of future profits with 
and without the added capital. Unfortunately, there are no data in 
the small business literature that provide meaningful information 
concerning the net cost and profitability of additions to equity cap- 
ital. Unless the full cost and profit consequences of an increase in 
equity capital are considered, discussion of the cost of equity capital 
tends to be irrelevant and misleading. 

It is probable that very few small businesses know how to calcu- 
late the net cost and profitability of increments to capital. Most small 
firms probably use as a guide the average return to capital, which is 
frequently lower than the marginal return on capital. Confusion in 
the computation of the cost of capital is to be expected in the light of 
general weaknesses in the managerial arts. This confusion would be 
consistent with the findings of the Small Business Administration 
that many small businessmen are unaware of the range and character 
of financial sources available to them. 


CONCLUSIONS 


Analysis of existing data lends little support to several widespread 
notions about the unavailability of capital for small business. 

One measure of the adequacy of financing is the health and ability 
to grow of small businesses. By this test, financing appears to have 














346 The Journal of Finance 


been adequate for the sector as a whole in the postwar period. In- 
comes of the self-employed rose at least as rapidly as did those of the 
general population, and small manufacturing corporations main- 
tained a high rate of earnings on net worth, possibly a higher rate 
than that of large firms when allowance is made for greatly increased 
compensation of officer-owners of small firms since 1947. Formation 
of new businesses continued at an active pace; business failures were 
below rates in prosperous prewar years; volume of equity invest- 
ment in new and established small firms was of considerable magni- 
tude, although nearly all the equity funds bypassed the organized 
capital markets; and the volume of credit made available to small 
firms increased very substantially. 

A second measure of the adequacy of financing is the distribution 
of available funds. In the years 1946-56, small businesses, as a group, 
obtained at least as much equity funds and nearly as much loan funds 
from external sources as did large corporations in non-regulated in- 
dustries, i.e., all industries other than public utilities, communica- 
tions, and railroads. For both types of funds, the expansion was con- 
siderably greater percentagewise for small business. Although it is 
impossible to set up an absolute standard of fairness in distribution 
of funds, a guide is furnished by trends in the availability and terms 
of financing. On this basis, it can be said that, in the postwar period, 
credit has become more readily available to small business, for more 
extended periods, and at a cost that has differed less and less from 
that of large businesses. 

Common misconceptions about the financing of small business 
have resulted in part from the faulty statistics available. For exam- 
ple, nearly all the equity funds obtained by small business came 
through informal channels and were therefore difficult to detect. On 
the other hand, funds obtained by large corporations were easy to 
measure because they did pass through organized markets for which 
statistical series are published. Also, certain data on which reliance 
is frequently placed, such as earnings reports or income tax returns, 
have been found seriously biased, with the distortion apparently 
greatest among smaller firms. Other sources of misunderstanding 
have been a lack of statistics representative of all small businesses 
and of their many sources of capital funds as well as a tendency to 
conceive any deviation from the mode of financing of large firms as 
indicative of a small business handicap. Such deviations may also 
have reflected opportunities not available to large firms. 

This paper has attempted to point out that certain widely held be- 
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liefs concerning small business financing problems are not founded in 
fact. These misconceptions are significant because they have influ- 
enced both private and public policy toward small business. They 
have led to an incorrect over-all view of small business as being weak, 
unprofitable, and lacking access to capital funds. Small business un- 
doubtedly has problems, some of which may require outside aid. 
However, the strength and economic soundness of small business in 
the generally prosperous postwar years have been seriously under- 
estimated. Small business has demanded, obtained, and made profit- 
able use on the whole of more than $50 billion of loan and equity 
capital. It is indeed astonishing that there has been so little recogni- 
tion of the vigor and flexibility of small business and of the tremen- 
dous volume of capital which it has utilized successfully in the post- 
war period. 











A QUARTERLY SERIES OF CORPORATE BASIC 
YIELDS, 1952-57, AND SOME ATTENDANT 
RESERVATIONS* 


Davin DuRAND 
Massachusetts Institute of Technology 


AN ANNUAL SERIES entitled “Basic Yields of Corporate Bonds,” 
covering specifically the first quarter of each year, first appeared in 
1942 and has been brought up to date sporadically ever since.’ The 
present series, covering all four quarters for a short span of years, 
represents the first attempt to provide intermediate values between 
the first-quarter figures of the old series. 

This quarterly basic-yield series covers two periods of tight 
money: first, a short period in the spring and summer of 1953, right 
after the Republicans came into power; second, a longer and more 
dramatic period beginning around the middle of 1956 and lasting 
through 1957. In this second period, yields on short-term bonds rose 
considerably more than, and for a while exceeded, yields on long- 
terms—thus terminating a stretch of about twenty-five years during 
which short-term yields were consistently below long-term yields. 
Although the phenomenon of the high short-term yield actually ex- 
ceeding the long-term was very common between the turn of the 
century and the easy-money era of the New Deal—the most notable 
examples occurring in 1913-14, 1918-22, and 1929°—it was totally 
missing from about 1931 to 1956; and its reappearance in the last 
period of tight money serves notice on us that it is not entirely extinct. 

In presenting this series, I wish to add a few comments on its uses 
and misuses. As constructed, basic-yield curves are designed to create 
a quick and crude impression of the term structure of high-grade bond 


* The research underlying this paper was supported by the National Bureau of Eco- 
nomic Research, and I am grateful for this assistance. Since the manuscript was not sub- 
jected to the usual clearance procedures at the National Bureau, it is offered on my re- 
sponsibility alone. Thanks are due to Miss Elizabeth Simpson for aid in compiling the 
data. 


1. The first series, together with some discussion of the basic-yield concept, appeared 
in David Durand, Basic Yields of Corporate Bonds, 1900-1942 (Technical Paper No. 3 
[New York: National Bureau of Economic Research, 1942]). The series was later brought 
up to date, with additional discussion, in David Durand and Willis J. Winn, Basic Yields 
of Bonds, 1926-1947: Their Measurement and Pattern (Technical Paper No. 6 [New 
York: National Bureau of Economic Research, 1947]). Later basic-yield figures have 
appeared in the Economic Almanac and the Statistical Abstract of the United States. 


2. See Durand, op. cit., Basic Charts, following p. 24. 
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yields at a moment of time; and for this they are adequate. They are 
not adequate, however, to support certain types of refined analysis 
or precise computation, and there is some question about their appro- 
priateness for use in general economic analysis as a measure of what 
the economic theorist calls “the interest rate.” 


UNCERTAINTY OF SHORT-TERM Basic YIELDS 


The lack of estimates for one- to four-year maturities in seventeen 
of the twenty-five tabulated quarters illustrates one limitation of the 
basic-yield series in general. Estimation of the short-term basic 
yields has always presented difficulties, owing to inactive trading, 
sparse price quotations, and the sensitivity of short-term yields to 
minor price changes.* But in recent years price quotations at the 
short-term end seem, if anything, to be sparser than ever; and the 
analyst must face an unpleasant choice between eliminating the 
short-term estimates and fabricating some very dubious ones. In 
presenting short-term estimates for some, but not all, of the quarters 
from 1952 to 1957 (see Table 1), I hope to create a general and not 
too erroneous impression of what was going on, without providing 
specific details that might be downright misleading. Probably the 
most interesting feature of the twenty-five quarters was the rise of 
short-term yields above long-term yields, but the paucity of good 
short-term quotations precludes the presentation of a clear, accurate 
picture of this event. The available statistical record for the. last 
three quarters of 1956 and the four quarters of 1957 suggests, but 
does not definitely establish, a short upshoot in the basic-yield curve 
between the 5-year maturity and the 1-year maturity. This upshoot, 
which seems sometimes to rise abruptly from a level base and some- 
times to terminate a slow rise beginning at about the 10-year ma- 
turity, is most clearly defined in the third quarter of 1956 and the 
fourth quarter of 1957; and for both these quarters tenuous estimates 
are presented. The estimates for the first quarter of 1957, which have 
already appeared as part of the annual series, indicate a perfectly 
level basic yield at the short-term end, but this means only that the 
upshoot was not particularly obvious; the suggestion of an upshoot 
was noticeable, even if it did not seem to justify constructing other 
than a level curve. 


Basic YIELDS AND TIME SERIES 


The frequency of missing estimates for 1- to 4-year maturities 
prevents, of course, the construction of time series to show the move- 
3. Ibid., pp. 10-14. 
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ment of short-term basic yields over this interesting period, 1952-57. 
This may seem regrettable, but the great uncertainty associated with 
the short-term estimates, especially in this period, would cast consid- 
erable suspicion on any time series constructed from them. Even 
time series constructed from the longer-term estimates should be 
regarded with some suspicion; for the basic yields are designed to 
give a fair over-all impression of the term structure of yields and 
may err badly for any particular maturity. The text accompanying 
the second instalment of the annual series stated that “basic yields 
are better adapted to describing the general pattern of rates at a 


TABLE 2 
YEARS TO YreLp 

MATURITY 1943 1944 

- See ee ee 1.71 1.58 

ee noe 2.00 1.95 

SEPP EERE are. 2.16 2.20 

eS eos bade Sates 2.29 2.40 

Be iis aca nig ae eee 2.45 2.54 

See en 2.61 2.60 

erry oe 2.65 2.60 

TABLE 3 
Yretp* (Per Cent) 
BonpD February, 1943 February, 1944 

Atchison, Topeka, and Santa Fe, 4 per cent, July 1, 1958.... 2.93 3.01 
Bell Telephone Co. of Pa., 5 per cent, Oct. 1, 1960.......... 2.82 2.84 
Beneficial Industrial Loan, 22 per cent, Oct. 1, 1956........ 2.79 2.68 
Bethlehem Steel, 3} per cent, July 1, 1959................ 2.90 2.80 
Consolidated Edison, 34 per cent, Jan. 1, 1958............ 2.86 2.82 
Consolidated Edison, 34 per cent, Apr. 1, 1956............ 2.83 2.84 
Texas Corporation, 3 per cent, Apr. 1, 1959............... 2.57 2.56 


* Yields have been calculated from the average of the high sale price and the low sale price for February. 


particular time than the variation of rates over time.’* A glaring 
example came to light shortly after publication. Between the first 
quarter of 1943 and the first quarter of 1944, the general trend of 
bond yields was down, but the corporate basic yields indicated a 
considerable rise for maturities of around 12 to 15 years—as illus- 
trated in the condensed Table 2.° After the above figures had been 
challenged, a reappraisal of the data indicated that there had been 
some difficulty in obtaining reliable quotations on a sufficient number 
of high-grade bonds to establish the precise location of the basic-yield 
curves in the 12- to 15-year range. Then, on the assumption that an 
error might have occurred, the high-grade bonds listed in Table 3 
were selected for a special comparison not ordinarily made in con- 


4. Durand and Winn, of. cit., p. 20. 5. Ibid., Table 1, p. 14. 
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structing basic-yield curves. The behavior of these bonds implies, if 
anything, that basic yields in the 12- to 15-year range remained 
roughly unchanged between the first quarter of 1943 and the first 
quarter a year later. Certainly, there is no intimation of a rise of 
some 10 basis points, as shown in the published tabulation. 

Time series have, of course, been constructed from basic yields,° 
and they seem adequate to bring out the major yield movements over 
a long period of years; but they are certainly not adequate to 
measure such specific movements as the change in 15-year yields be- 
tween 1943 and 1944. Moreover, opportunities to misuse the basic- 
yield series by attempting to measure just such specific movements 
are multiplied by the availability of a quarterly series. The new series 
will not tell us precisely how the yields of, say, high-grade 10-year 
bonds moved from the first to the second quarter of 1953; and if the 
quarterly basic yields are used to make comparisons of that type, 
they may do more harm than good. 

Incidentally, long-term basic yields—say for around 25-30 years 
—are more reliable for constructing time series than are shorter- 
term basic yields. Indeed, the 30-year basic yields have been 
compared with Macaulay’s series of high-grade bond yields for the 
period of overlap (1900-1938), and the agreement was good.’ In 
fact, it would be possible to construct a thoroughly respectable series 
of 30-year basic yields—either monthly or weekly and possibly daily 
—from a slowly changing sample of high-grade bonds having an 
average maturity of 30 years and a range of something like 27-33 
years. Such a series—which would be similar to a conventional av- 
erage of high-grade bond yields except for the somewhat more rigid 
restriction on maturities—could be constructed without undue diffi- 
culty; but serious difficulties might be encountered in constructing 
similar series for the shorter maturities. The magic of the 30-year 
series is that new bonds with maturities of 30-40 years are continu- 
ally being offered to the market, and the analyst has a wide choice 
of bonds to put in his sample. For other terms to maturity he might 
have difficulty compiling a sample; indeed, he has had difficulty, es- 
pecially at the short-term end, where trading is inactive and minor 
price fluctuations have an unduly large effect on calculated yield to 
maturity.® 

6. See, for example, Durand, of. cit., pp. 14-19, or Durand and Winn, op. cit., pp. 
20-24. 

7. See Durand, op. cit., pp. 14-15 and Chart 1. 
8. lbid., pp. 10-14. 
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IMPLIED FORECASTS OF FUTURE YIELDS 


Another type of refined analysis for which the basic yields are 
not entirely appropriate is the calculation of implied forecasts of 
future short-term bond yields, according to a theory advanced by 
J. R. Hicks.® If the present yield of, say, 20-year bonds is regarded 
as the average of a series of 1-year yields running consecutively over 
the same period and if the present yield of 21-year bonds is regarded 
as a similar average running 1 year farther into the future, one can 
calculate an implied yield for 1-year bonds 20 years hence by solving 
some such equations as 


(1 +2) 7 
(1 +20)” 


in which 2:1 represents the implied forecast, 21 represents the present 
yield of 21-year bonds, and izo represents the present yield of 20-year 
bonds.*® There are, however, two major faults with such a procedure. 
First, without evidence that bond buyers actually forecast 1-year 
yields many years hence and then average them, it is straining a 
point to argue that the result of a formal computation such as the 
above actually constitutes an implied forecast; what it really consti- 
tutes is an inferred forecast in the mind of the computer. 

The second fault lies in the intrinsic roughness of the basic yields. 
The solution of the above equation is extremely sensitive to small 
errors in the difference between the 21-year yield and the 20-year 
yield. This is best seen if the equation is replaced by a simple ap- 
proximation, 


1 +i2 = 


1 +42, = 1 + 21%) + 20i29 
or 
doy = to + 20 (in) — ino) , 


which is essentially the simple-interest solution. Accordingly, any 
error in the differences i21 — izo will be multiplied some twenty fold 
in the calculated forecast. If izo and iz: are each estimated from a 
basic-yield curve, they may be subject to a very substantial error; 
and even though the continuity of the curve provides that a very 
large error in, say, 720 will probably be accompanied by another large 
error of the same sign in i2i—so that there may be some compensa- 
tion of errors in the difference iz: — i2o—this compensation may not 


9. J. R. Hicks, Value and Capital (Oxford: Clarendon Press, 1939), pp. 144 ff. 


10. This equation was derived for bonds payable in one lump sum (no coupons) on 
the assumption of interest compounded annually. 
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be perfect, and the error in the difference may be appreciable. For 
shorter-term projections—say 5 years—the error in the difference 
ie — is will be somewhat larger than the error in iz: — 20, owing to 
the greater uncertainty inherent in the short-term basic yields; but 
this error will be multiplied by only 5 instead of by 20. The resulting 
error in the calculated forecast may be somewhat smaller than for 
the long-term calculation. 

In fact, the whole question of implied, or inferred, forecasts makes 
most sense for relatively near-term projections. There is no doubt 
that speculators, investors, market analysts, and many others con- 
cern themselves with the future course of interest rates; and when 
a consensus expects a major change in the near future, the basic- 
yield curves are bound to be affected. Thus, in the late 1930’s the 
interest rates seemed extraordinarily low, and a substantial segment 
of the financial community must have expected that they would rise 
sooner or later. Certainly, the shape of the basic-yield curves, which 
started very low at the short-term end and rose rapidly toward the 
middle-term section, was consistent with a forecast of higher rates. 
But a host of institutional forces, including direct Federal Reserve 
action, also aided in depressing short-term rates, so that the shape 
of the basic-yield curves was due only partly to expectations. It is 
one thing to make a qualitative statement that the shape of the basic- 
yield curves implies a forecast of higher rates to come; it is some- 
thing else again to quantify this statement with formal computations, 
for the numerical results are bound to be confounded with institu- 
tional influences and obfuscated by errors inherent in the basic-yield 
estimates. 


Basic YIELDS VERSUS INTEREST RATES 


Although economic theorists may be a little vague about the “in- 
terest rate,” they seem to imply that it represents the price that 
industry must pay in order to attract savings into productive chan- 
nels. Under this interpretation, the interest rate should reflect the 
price of new high-grade bond issues in the primary markets, while 
the basic yields reflect the price at which high-grade bonds change 
hands in the relatively inactive secondary markets. Although the 
yield of new issues is undoubtedly related to the yield of bonds in the 
secondary markets—and perhaps very closely related—there is a 
conceptual difference between the two; and from time to time there 
is a very substantial empirical difference as well. Recent financial 
history provides us with an excellent example. 
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In February, 1957, long-term high-grade bonds were yielding 
around 3.7 per cent in the secondary markets. Standard and Poor’s 
weekly average of Al-+ utility bonds ranged irom 3.730 to 3.769 
per cent; Moody’s daily average of Aaa utility bonds ranged from 
3.72 to 3.77 per cent; and the 30-year basic yield for the first quar- 
ter, actually derived from high and low prices in February, was 3.68 
per cent. But at the same time new high-grade bonds were being 
issued to the market at yields approximately 0.5 per cent higher. 
Thus, Mountain States Telephone and Telegraph Company and IIli- 
nois Bell Telephone Company each brought out an Aaa issue of 31- 
year bonds to yield around 4.23 per cent. 

In spite of these rather appreciable differences, no good series of 
yields on new issues is readily available, at least none comparable to 
the standard series for yields in the secondary markets. Possibly this 
is due to the dual difficulty of compiling and using a series that can- 
not be tabulated at regular intervals—certainly not daily, possibly 
not weekly—owing to the irregularity of new offerings. But, regard- 
less of the reason, the fact of unavailability provides the analyst with 
considerable temptation to use substitutes. 

If interest rates are broadly interpreted, as they sometimes are, to 
include the entire complex structure of terms on which credit is ex- 
tended and credit instruments are transferred, then the basic yields 
of corporate bonds form an important part, but only a part, of that 
structure. In the 1947 paper we tried to introduce the idea of an 
extensive structure by presenting charts showing superimposed cor- 
porate basic yields, municipal basic yields (actually, yields on state 
obligations), taxable Treasury bond yields, and partially tax-exempt 
Treasury yields.’ But this, of course, was only a beginning. Adequate 
description of the bond-yield structure would have required inclusion 
of low-grade bond yields, which we mentioned briefly, and the all- 
important yields on new issues. Then, after bond yields, come bank 
rates, mortgage rates, stock yields, and many others, all of which 
help to make up the whole structure. 


CONCLUSION 


The basic yields are essentially a rough-and-ready device for 
showing the term structure of high-grade bond yields in the second- 
ary markets at more or less regular intervals. They can be expected 
to show major movements between points of time, especially for the 
longer maturities; but they may easily distort minor movements or 


11. Durand and Winn, of. cit., esp. pp. 11-30. 
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miss them entirely; and they may fail to establish the precise timing 
of movements. A quarterly series derived from the long-term basic 
yields presented here shows the general configuration of two periods 
of tight money, and the available short-term basic yields highlight 
the severity of the second period, when short-term yields exceeded 
long. Moreover, the basic-yield curves show the abrupt decline for 
all maturities between the last quarter of 1957 and the first quarter 
of 1958. 

But many questions of detail remain unanswered. How long, for 
example, did the short-term yield remain above the long-term yield? 
And by what amount did it exceed the long-term yield? When did 
high-grade corporate bond yields reach their peak? Many questions 
of timing and amplitude for long-term yields can be satisfactorily 
answered by conventional bond averages, such as Moody’s or Stand- 
ard and Poor’s, which have the advantage of covering low-grade as 
well as high-grade bonds. But short-term corporate bond yields pre- 
sent a real problem. Suitable series are not now available; and they 
promise to be difficult, if not impossible, to construct. 

Finally, although the basic yields of corporate bonds represent an 
important part of the complex structure of interest rates that charac- 
terizes modern capitalistic society, they do not represent the whole 
of it, or even the whole of the corporate sector. In fact, they do not 
represent what may well be the most important part of the corporate 
interest-rate structure—namely, the yield on new issues, which is 
the price that industry must pay for borrowed funds. Strangely 
enough—or perhaps not so strangely, in view of the difficulties of 
compilation—the series-makers seem to have neglected yields of new 
issues; and this may account for a widespread temptation to rely on 
basic yields and other secondary-yield series to represent the whole 
corporate interest-rate structure, 
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CONTROL OF CAPITAL ISSUES IN THE 
UNITED KINGDOM 


Harrop J. PLous* 
University of California (Santa Barbara College) 


IN RECENT YEARS a growing number of economists have centered 
their interest on the problems inherent in secular acceleration, i.e., a 
long-run tendency for planned investment to exceed planned savings, 
rather than on the main concern of the 1930’s—secular stagnation. 
Since the crux of this modern problem lies in methods of dealing with 
constant inflation, it should be useful to study what other nations are 
doing to meet this threat. 

There are many possible choices of policy in fighting inflation. If, 
however, it be granted for political reasons, if for no other, that full 
employment is to be maintained, it may become more obvious that at 
least one approach to the solution of the problem may lie in a limita- 
tion on net investment. One way of doing this is to regulate not only 
the quantity but also the type of investment seeking capital funds on 
the new-issues market. To some extent this line of attack has been 
taken by the government of the United Kingdom since 1939. 


ScoPE oF CONTROLS 


Current regulations in the United Kingdom require approval by 
the Treasury before any firm may issue securities or borrow for a 
fi,ed-capital purpose more than £10,000 in any one year. While the 
potential limitations on investment by this control are stringent in- 
deed, there are significant exemptions. Thus, there is no control over 
internally financed investment or borrowing for working capital; nor 
are public bodies subject to the control. These exemptions take on 
added importance when it is realized that many of the nationalized 
industries are heavy capital users. Further, until about 1955 private 
firms were unusually liquid and quite able to finance considerable in- 
vestment internally without recourse to the new-issues market. 


* Professor Plous died suddenly on May 2, 1957, in London, England, while on sabbati- 
cal leave from the University of California, Santa Barbara College. This article was ac- 
cepted for publication before the announcement of his death, and the editors must take 
sole responsibility for some minor changes in the original manuscript. 

Professor Plous noted his indebtedness to Mr. H. B. Rose, of the Prudential Assurance 
Co., Ltd., London, and to Professor R. S. Sayers and Sir Ernest Cassel, professor of eco- 
nomics, University of London, for helpful criticisms and suggestions regarding this paper. 
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Once the above is noted, however, it remains true that the type of 
control described can have considerable effect on the volume and 
type of private investment, depending on the severity of the policy 
and administration. To advise the Treasury on whether isues or bor- 
rowings should be approved, the Capital Issues Committee, or CIC, 
was created in 1939. As the CIC was established under a Conserva- 
tive government and has in turn been maintained through a Coali- 
tion, a Labour, and at present a Conservative government, it is fair 
to conceive of it as a bipartisan instrument of policy. True, the CIC 
is not universal in its appeal, there being a large segment of the Con- 
servative party eager for its demise. But, to date, the government has 
retained and, in fact, strengthened the powers of the committee. This 
paper will present an appraisal of the effectiveness of the CIC type of 
contro] as a weapon of economic policy. 

As the CIC has never courted publicity, it would perhaps be ap- 
propriate to state its general form. The committee consists of seven 
members appointed by and operating under the aegis of the Chancel- 
lor of the Exchequer. It operates in a purely advisory capacity to the 
Treasury, with no statutory status whatever. Although all final deci- 
sions are made by the Treasury and the CIC has no powers of its 
own, it would be mere quibbling to say that the CIC lacks influence. 
Once the chancellor has laid down the general format of the policy he 
wishes the CIC to follow in passing upon issue applications, it is ex- 
tremely dubious that the Treasury would reverse the committee’s 
recommendations.* 

There is a tendency to concentrate attention on the CIC’s activities 
in regard to new issues. Yet it should be quite clear that if commer- 
cial banks and other institutional lenders were not subject to regula- 
tion, the efforts of the CIC to restrain investment would come to very 
little. Actually, both the banks and other lenders, such as insurance 
companies, are also subject to CIC jurisdiction insofar as loans for a 
fixed-capital purpose are concerned. The act which formalized the 
government’s authority to regulate borrowing* attempted to exempt 
from control loans for working capital, i.e., “borrowing by any per- 
son ... if the borrowing is in the ordinary course of his business and 
is from a person carrying on a banking undertaking.’”* Rather than 
state, however, that working-capital loans are subject to no control, 

1. It is necessary to use such a word as “dubious” because, in fact, no one outside the 
CIC or the Treasury would have knowledge of such matters. 


2. Borrowing (Control and Guarantees) Act of 1946; amended by the Control of Bor- 
rowing Order, May 21, 1947. 


3. Ibid. 
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it would be more accurate to say that the banks are not subject to 
statutory regulation in the matter. That is, bankers approve or dis- 
approve loan applications in line with requests made to them by the 
Treasury through the Bank of England. While the informality of the 
arrangement has much to commend it, there are certain hazards as 
well. Because the “advice” given the banks concerning the suitability 
of various types of loans is very broad and vague, one banker may 
doubt the legitimacy of a certain applicant’s request for funds, i.e., 
doubt that it would be a true working-capital loan, and then find that 
the applicant had later received money from another banker who in- 
terpreted the “advice from the Bank of England in a more liberal 
manner.’”* 

The basis for CIC control is, of course, that there are insufficient 
savings for the volume of desired investment. The task, therefore, of 
the CIC is to filter requests for new capital issues and loans and 
approve only those which are in accord with the current aims of gov- 
ernment policy. While it is true that the criteria for CIC approval 
have changed in some respects over the years with changes in polit- 
ical control of the government and changing economic conditions, 
certain types of investment have always won approval. Thus capital 
for use in defense, for exploitation of raw materials in the United 
Kingdom, or for export industries has never been denied by the CIC. 


THE “Bonus-IssuE” FIGHT 


Actually, the two major controversies that have raged around the 
type of control exercised by the committee have involved relatively 
small amounts of capital expenditure. The issue which generated 
most heat in the City of London concerned “bonus issues,” i.e., stock 
dividends. During the war such issues were banned outright as a 
result of strong opposition in the labor movement.’ It is generally ac- 
knowledged that the late Ernest Bevin, who wielded significant influ- 
ence in labor circles, was primarily responsible for this ban. In 1946 
the Economist took the position that the continuation of the ban was 
felt by the Labour government to be politically desirable, since it im- 
plied that business firms were making excessively great profits and 
would, if allowed, pay unusually large dividends.* Later, authority 


4. Economist, March 6, 1948, p. 390. 


5. For a thorough discussion of the wartime activities of the CIC see R. S. Sayers, 
History of the Second World War, Financial Policy, 1939-45 (London: Her Majesty’s 
Stationery Office and Longmans, Green Co., 1956), p. 163. 


6. The Economist, August 17, 1946, p. 265. 
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was vested in the CIC to approve such issues, and, since some were 
passed while others were denied without explanation, criticism was 
levied against the committee. In March, 1951, with the bonus-issue 
controversy still going, the then Labour Chancellor of the Exchequer, 
Hugh Gaitskell, defended his instructions to the CIC restricting such 
issues. He maintained that they presented an inflationary danger to 
the country.’ 

Surely a bonus issue per se is not inflationary because it transfers 
nothing of value from the firm to the stockholder. Alternatively, the 
firm transfers to the stockholder nothing to which the stockholder 
did not previously have a right. It may be, of course, that, after the 
bonus has been issued, the firm will continue to pay out the same 
cash dividend per share on the new total shares outstanding. If so, 
total cash dividend payments will increase, and, to the extent that 
shareholders spend rather than save the increased dividends, the 
result will be inflationary. But this is a result of the increase in cash 
dividends, not of the bonus issue. 

Gaitskell also argued that capital appreciation of the shares was 
inflationary. If he meant that capital inflation could be the conse- 
quence of bonus issues, he was probably correct; market prices of 
stocks frequently fail to fall sufficiently to take full account of stock 
dividends, since stock dividends may foreshadow a greater cash divi- 
dend payment to stockholders through continuance of the dividend 
rate. But certainly the whole discussion about the inflationary aspects 
of bonus issues referred to consumer price inflation. This latter type 
of inflation could be stimulated if the shareholder sold his holdings at 
an appreciated price and used the proceeds to purchase consumer 
goods rather than reinvest in securities. On balance, it would appear 
that Mr. Gaitskell was quite aware of the mild inflationary aspects 
of bonus issues but was even more clearly aware of the political capi- 
tal to be made for his party from the entire question. Nevertheless, 
within a month he had issued fresh instructions to the CIC on the 
matter which tended both to clarify and to relax restrictions on such 
issues. 


HrrE-PURCHASE PROBLEMS 


The second controversy in which the CIC became involved still 
continues and is more important in a monetary and economic sense 
than the bonus issue. Practically from its time of origin, the CIC has 
scrutinized with special care applications for capital expansion com- 


7. House of Commons Debates, Vol. CDLXXXV (March 13, 1951), col. 1289. 
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ing from companies financing hire-purchase (instalment credit). The 
reasoning for this atitude is not difficult to follow. To the extent that 
hire-purchase increases the home demand for consumer and capital 
goods, the greater the threat of inflation and danger to the export 
drive. Nevertheless, the years 1951-54 provide ample testimony to 
the acumen of British hire-purchase financiers. In those years the 
CIC, in line with Treasury directives, was being particularly strin- 
gent on requests from this sector; yet hire-purchase business con- 
tinued to expand steadily. How this was accomplished despite close 
regulation is an illustration of the ingenuity of businessmen in fol- 
lowing the letter of the law, though evading it in spirit when profits 
are to be made. There were three main methods by which hire-pur- 
chase finance was expanded during this period: (1) since there was 
no control over reserves, the finance companies could and did plow 
back profits to expand the scope of their business; (2) there being no 
control in those years over issues of less than £50,000, the number of 
small companies launched during the control period rose consider- 
ably—it was estimated by the chairman of one large trust that over 
170 such companies had entered the field of hire-purchase in this 
manner;* (3) to acquire additional funds, the hire-purchase firms ac- 
cepted deposits from other firms or individuals. 

By mid-1954, pressure eased on the balance of payments and the 
CIC was advised by the Treasury to permit limited growth in the 
hire-purchase companies. With the government’s forecast in Febru- 
ary, 1955, that further inflation was in the offing, the CIC was re- 
instructed to alter policy and restrict capital funds to hire-purchase 
firms. To prevent the circumvention of CIC control by the formation 
of new companies with under £50,000 capitalization, the general 
exemption was lowered to £10,000 in March, 1955. While it is true 
that in recent months the growth in hire-purchase contracts has di- 
minished, it is impossible to attribute that circumstance solely to 
CIC control. Too many other economic events, such as the conse- 
quences of the Suez adventure, might be responsible for alterations 
in the consumer demand schedule. 


ATTACKS ON THE CIC 


Although the City had never been enthusiastic about capital-issue 
control, it recognized that the CIC had a role to play during the war 
and the transition period following the war. However, as time passed 
and the Korean War came to an end, the City’s tolerance of capital 


8. Financial Times, August 21, 1954. 
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control also came to an end. Its annoyance was the greater because 
it was no longer a Socialist government that was preventing the re- 
surgence of a free-capital market but one to which the vast majority 
of the financial world owed allegiance. In February, 1953, the Finan- 
cial Times, after pointing out that the conditions which warranted 
the retention of the CIC in 1951—i.e., the Korean War, shortages of 
raw materials, cheap money, etc.—were now a thing of the past, 
called for its demise forthwith. Detailing its reasoning, it wrote: 


In theory the Capital Issues Committee ensures that the flow of capital through 
the capital market complies with the Government’s general economic policy. In 
theory it applies fixed and intelligible principles. In practice it works something 
like a many-headed tribal totem. The sum of all the instructions that it has re- 
ceived surrounds its precincts with a mist of ambiguity . . . occasionally its high 
priests grant personal interviews. Then after a period sometimes lasting months, 
during which it draws inspiration from the spirits of the Government departments, 
either it nods its mysterious acquiescence or imposes a final and utter taboo. In any 
event it clutters up the scientific working of the capital market with a mumbo 
jumbo of unnecessary delay. Rather than adding to its numinous unreality, the 
best thing the Chancellor could do would be to sweep it away.® 


Since 1953, the tenor of this attack on the CIC has been echoed 
many times in most newspapers and journals except those of left- 
wing orientation. Yet, to date, there is no indication that the Con- 
servative government has the slightest intention of relinquishing 
capital-issue control. 


ADMINISTRATION OF THE CIC 


To say that there is some paucity of official information concerning 
the inner workings of the committee is a gross understatement. It 
issues no reports. All that is known about its operations is what the 
government makes public as a result of questions asked in the House 
of Commons. The government’s attitude toward releasing informa- 
tion on the CIC was established in early 1945 by Chancellor of the 
Exchequer Sir John Anderson. During question time in the House of 
Commons, a Member made a request for periodic reports to the 
House on the activities of the CIC which would include information 
on the applications received, together with the reasons for their ac- 
ceptance or rejection. This request was hastily dismissed by Sir John, 
who did not think reports of that kind would be practicable.’° The 
CIC meets at least once a week and receives no remuneration of any 


9. Financial Times, February 5, 1953. 
10. House of Commons Debates, Vol. CDVII (January 30, 1945), col. 1302. 








ugh 
. In 
ing 

re- 
igh 
ths, 
nts, 
any 
nbo 
the 


ed 
ft- 
on- 
ing 








Control of Capital Issues in the United Kingdom 363 


kind for its labors.’* In 1950 the operating budget, which covered the 
salaries of its ten civil servants, travel, and incidental expenses, 
amounted to only £10,000.’” 

The information released by the government about the CIC during 
question periods in the House of Commons has been of the most gen- 
eral type, e.g., the number of applications received, the number ap- 
proved or rejected, and sometimes classification according to indus- 
try. Because of this scant information, the Chancellor of the Ex- 
chequer has often been taxed with the charge that the CIC is too in- 
dependent of the House of Commons. In reply the chancellor, regard- 
less of party affiliation, has always said, in effect, that the committee 
is responsible to the chancellor, who in turn is responsible to the 
House. The reasonableness of this answer has consistently been lost 
on critics of CIC control. A close reading of the House of Commons 
Debates indicates that no member was sufficiently interested in the 
problem to force a more satisfactory reply from the chancellor. 

The CIC acts only in an advisory capacity to the Treasury. That 
is, applications are made for permission to make capital issues, and 
these are evaluated by the CIC, which recommends approval or re- 
jection to the Treasury, which makes its decision and takes the nec- 
essary official action. It thus reviews both approvals and rejections of 
the CIC.’* It would be an error to assume that, since there has been 
a remarkably small turnover in the membership of the CIC, therefore 
there has always been considerable accord in viewpoint between the 
Treasury and the CIC. In contrast to United States practice, mem- 
bers of a government advisory agency assume no political responsi- 
bility in the United Kingdom. Thus, if the CIC were presented with 
a change in policy which was political in origin and one with which 
they personally were not in accord, the members of the CIC would 
feel no need to resign their offices. It is an interesting commentary on 
the difference between political practice in the United States and the 
United Kingdom that, whereas the decisions of the CIC have often 
been subject to unbridled criticism, there has been no criticism rela- 
tive to the intelligence or competence of the committee members. Be- 
cause the recommendations of the CIC are reviewed by the Treasury, 
the press has at times judged the CIC to be a superfluous agency. 
Such criticism misses the main value of the committee to the Treas- 


11. Ibid., Vol. CDLVII (December 9, 1948), col. 560. 
12. Midland Bank Review, August, 1950, p. 5. 


13. Statement made in the House of Commons by Mr. Douglas Jay, economic secre- 
tary to the Treasury (House of Commons Debates, Vol. CDLVII [December 9, 1948], 
col. 560). 
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ury: that of advice from men whose knowledge of finance and the 
practical workings of the City have put them in a position of finan- 
cial leadership in their country. 


EFFECTIVENESS OF THE CIC 


The scanty statistics available on the work of the CIC show a 
remarkably low rate of application rejections. Since one of the 
major purposes of the committee is to limit the level of investment, it 
does not seem that the CIC is particularly useful. The Economist has 
given a succinct explanation for this seeming leniency: 

The C.I.C. is rarely called upon to turn down any applications and it is doubtful 
whether the proportion of applications turned down this year [1948], measured by 
cases or by the volume of capital involved, greatly exceed five per cent. This is not 
to say that the Committee is ineffective; it is extremely effective. Most industrial- 
ists, and all issue houses, are perfectly aware that it is useless to go to the Com- 
mittee with a scheme for which departmental approval has not first been obtained. 


If they should do so they would merely have to wait while departmental reports 
were obtained.1* 


At the time the Economist was writing, it would have been most un- 
usual for an application to be approved without the relevant govern- 
mental department’s approval. Because of this, the rate of rejection 
by the CIC is a poor measure of the degree of restraint exercised on 
the capital market. 

In order to appraise the efficacy of the CIC, it must be ascertained, 
first, what policy the CIC has been trying to make effective. In a 
broad non-controversial sense it could be said that the policy of the 
CIC was and is to allocate capital funds to such firms and in such a 
manner as to implement government policy.’® Obviously, this simple 
statement gives us little, if anything, on which an evaluation can be 
based. It is necessary to learn what were the objectives, over the 
years, of government policy insofar as they affected the CIC. Our 
sources of reference on this point are the official memoranda of guid- 
ance and other letters by the Chancellor of the Exchequer to the 
committee. To avoid dealing with minutiae, it is advisable to break 
down the seventeen-year life-span of the CIC into five periods, dur- 


14. Economist, August 28, 1948, p. 345. 


15. The 1945 Memorandum of Guidance to the Capital Issues Committee states the 
objectives as follows: “The objects of the control are to ensure (a) that subject to the 
possibilities of the capital market and the circumstances, the order of priority of capital 
issues is determined according to the relative importance and the general national inter- 
est, having regard, particularly, to current government policy in respect of physical in- 
vestment; and (b) that, in ali cases where consent is to be given, the time of raising the 
capital is settled with a view to preserving orderliness and avoiding congestion in the 
capital market” (paragraph 1). 
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ing which the objectives of government policy varied, and then see 
whether and to what extent the committee contributed to the achieve- 
ment of these objectives. The periods might be specified as 1939-45, 
1945-50, 1950-53, 1953-55, and from 1955 to date, i.e., May, 1957. 

Quite clearly, the major objective during this first period, 1939-45, 
was the successful prosecution of the war. Relative to our subject of 
interest, one object of monetary policy was the financing of the war 
on the cheapest possible terms.’® To achieve this end, it was neces- 
sary to insure that there should be no significant competition for 
funds in the capital market when the government sought new money. 
Toward this end, the CIC was instructed to deny access to the mar- 
ket to all but the most vital war industries. This was, of course, done. 
It must be admitted, however, that a more important factor than the 
CIC was responsible for dampening the demand for real capital. The 
direct control over physical resources which was exercised by the 
government to allocate scarce materials to war industries made it 
illogical for any firm to acquire more capital if it could not get re- 
sources for its profitable employment. At this point it may be argued 
that if the physical controls were completely effective, there would 
be no need for the mechanism of the CIC to keep interest rates low. 
This reasoning is based on the premise that if resources are unob- 
tainable, there will be no need for firms to obtain new money to 
finance their purchase. The problem is, of course, that controls which 
have no loopholes are difficult to construct. In this case it was the 
function of the CIC to plug any loopholes left in the armor of physi- 
cal controls. 

Another objective of monetary policy during this period was the 
careful husbanding of foreign exchange. It would be difficult to argue 
that the CIC played an important role in this connection. True, the 
committee was charged with approving or denying access to the Lon- 
don market to non-British issues, but there was a far more important 
barrier to foreign issues than the CIC. Exchange controls came into 
existence under authority of the same defense regulations that 
created the CIC. Therefore, if the CIC approved of a foreign issue, 
it did not automatically guarantee the issuer foreign exchange when 
the issue had been sold. The conversion of sterling into the required 
foreign exchange was subject to the approval of the Exchange Con- 
trol Authorities. 

For the critic there are two ways of looking at the CIC’s role dur- 

16. This is not to make a value judgment as to the wisdom of seeking and maintaining 


low interest rates during the war but rather it recognizes that such was the policy of the 
government. 
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ing this period. One might say that, since other more important con- 
trols were operative, the CIC was of little significance. As Keynes 
put it in July, 1939, “It is no good handling the matter via the new 
issue market, which comes in at much too late a stage.’*” On the 
other hand and with a better sense of proportion, one might agree 
with Professor Sayers’ observation: 

This doubt about capital issues control was valid enough against any expecta- 
tions of quick results, but on the longer view and in time of actual war there was 
something to be said for employing a financial control which would remove from 
the businessman any expectation that he could finance an undesirable expansion, 


even if by one means or another he could lay his hands on the labour and mate- 
rials.18 


In this view, while other controls of wider import were operative, the 
CIC’s job was to back up these controls and plug any loopholes that 
appeared. 

During the second period extending from 1945 to mid-1950, there 
were two objectives of equal importance. They were the alleviation 
of suppressed inflation and an improvement in the balance of pay- 
ments.’® They were, of course, related. Having accepted a policy of 
low interest rates, the government chose several means of solving the 
first problem. That is, the government was to encourage expansion in 
the productive capacity of the nation, was to attempt to achieve as 
high a budgetary surplus as possible, and then was to encourage the 
use of voluntary restraint on the part of the public. It was hoped to 
improve the balance-of-payments position by restricting home de- 
mand and becoming more aggressive in the export markets. The de- 
valuation of 1949, while forced on an unwilling Cabinet, resulted in 
more competitive pricing of British goods abroad. 

To what extent did the CIC contribute to the achievement of these 
aims? To the extent that the CIC channeled new capital issues into 
areas of desired expansion, it made a positive contribution to national 
policy. However, it must be made clear that the number of firms 
seeking new capital during this period was not great. This is ex- 
plained by the fact that most established firms had emerged from the 
war with excessive liquidity and did not require new issues to obtain 
necessary capital for expansion. Even if a given firm lacked cash, it 
could still tap the liquidity in the system without having to face the 
CIC. This could be done by utilizing trade credits to a greater extent 

17. As quoted in Sayers, op. cit., p. 163. 

18. Ibid. 
19. Price control and rationing were in effect on most consumer goods until 1953. 
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and also by arranging sale-lease-back arrangements. The latter 
escaped CIC regulation until 1955. What a firm did need through 
most of this period in order to expand was a building license. It was 
the license that was the key to the short supply of raw materials and 
labor. Nevertheless, there was a very important area in which the 
CIC made its contribution in the anti-inflationary fight. By denying 
new capital to hire-purchase firms, consumer demand was, to a cer- 
tain extent, dampened. It should be noted that this applied to capital- 
goods buying as well. During this period nearly everything that could 
be done to lower home consumption could be described as beneficial. 
This was so because a diminution in home demand not only relieved 
pressure on prices but also encouraged producers to try to sell their 
goods in the export market. 

The period 1950-53 was, of course, dominated by the Korean 
War. The needs of defense industry were given top priority, as were 
the needs of firms seeking to develop new sources of raw materials. 
The export trade and firms supplying substitutes for dollar imports 
continued to find favor under government policy. The CIC’s contri- 
bution during this period, while significant, was still in the realm of 
the negative. That is, it achieved more for government policy by 
what it prevented than by what it encouraged. This is, after all, a re- 
flection of the basic limits of capital control; the committee cannot 
force a firm to invest but can merely prevent firms without priority 
from utilizing the new-capital market to the detriment of high- 
priority claimants. Throughout this period it continued to hamper 
the growth of hire-purchase. 

The uneasy cease-fire in Korea ushered in a short period of relaxa- 
tion over the world. The CIC followed the world pattern, and the 
years 1953-55 can best be characterized as a period of general relaxa- 
tion of control. That is not to say that complete freedom in the capi- 
tal market prevailed—far from it. Rather the feeling was practically 
unanimous that in a year or so the CIC would be a relic of the past, 
along with rationing and price control. It is hardly necessary to add 
that few tears were being shed in the City for its expected end. 

The Korean War had raised commodity prices for most of the raw 
materials produced in the Commonwealth. With war’s end, the bal- 
ance-of-payments problem, always great, now became even more 
severe as commodity prices collapsed. However, during this period 
the CIC appeared to be giving the City its head to see whether the 
free-capital market could accomplish what it was said it could do. 
For a time during this period the Treasury relaxed its restrictions on 
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hire-purchase finance; but less than a year’s experience with the 
freer market convinced the Treasury that the flow of new capital to 
hire-purchase firms was contributing unduly to the growing threat of 
further inflation. Again restrictions in this sector were imposed. 

The two afore-mentioned primary objectives of policy were the 
alleviation in the balance of payments and the reduction in the up- 
ward price movement. For most of this period it cannot be said that 
the CIC was an important tool of policy. However, toward the end 
of 1955, it became obvious that the liquidity which had sustained 
corporate expansion without recourse to the capital market for so 
long was finally evaporating. This meant that, before long, many 
firms which had eluded the CIC net were now being faced with the 
necessity of justifying to the committee their demands for money. It 
should also be noted that during this period the interest rate was 
revived as a tool of monetary policy and, so far as the capital market 
was concerned, may have served to discourage applicants from ap- 
proaching the CIC. 

From 1955 to the present, May, 1957, policy again shifted with 
the recognition that the inflationary spiral must be curbed if the pro- 


ductivity gains made since the war were not to be wasted. Toward | 


this end, money has been made even tighter and the CIC general 
exemption lowered to £10,000. Further, the committee has been con- 
sidering with greater care applications that would have been quickly 
granted before mid-1955. 


It must be stressed that, for most of the time since the end of | 


World War II, the stringency of CIC control was more apparent than 
real because of the excessive liquidity of most established firms. The 
CIC could not exercise a great influence if firms were not in need of 
money.”’ However, in the last year or so the pinch for capital has be- 
come more widespread. This is so because the inflationary pressure 
on the economy has scarcely lifted since the war and the capital re- 
quired to maintain a given level of output has thereby constantly 
risen. The consequence has been to lower the level of business liquid- 
ity and to bring more of the potential power of the CIC into actuality. 

The point for emphasis is that if the inflation continues, the CIC 
will gain in importance as a director of investment. In fact, the CIC 
might well take on the function of the Labour party’s long-talked- 


about National Investment Board, directing the flow of private in- | 


20. It is true that firms formed after the war lacked this liquidity. In fact, it would | 


make an interesting study to determine to what extent the inability of new firms to obtain 
capital contributed to the reduction of competition. 
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vestment. But if the inflation does continue, it will be a testimony, 
though only in part, that, whatever the merit of the CIC, it is nota 
very effective tool of anti-inflationary policy. On balance, the CIC 
has not proved itself to be the valuable tool it was expected to be in 
the fight against inflation. But it has, perhaps, been somewhat more 
effective in the alleviation of the balance-of-payments problem. 

It must therefore be concluded that capital-issue control such as 
has been experienced in the United Kingdom may be a useful tool of 
monetary policy in nations in which the supply of savings is relative- 
ly scarce and in which the dependence on foreign trade is a good deal 
greater than in the United States. 











RECENT INVESTMENT RETURN ON 
INDUSTRIAL STOCKS 


FREDERICK C. Dirxs* 
International Monetary Fund 


THE POSSIBILITY OF obtaining above-average returns on common- 
stock investments by concentrating on “growth” stocks has received 
widespread attention in the professional journals and financial press 
of recent years. There are logical reasons for suspecting that this pos- 
sibility may prove to be as difficult to exploit by the great majority of 
investors as that of obtaining a superior return through the older 
maxim of “buying low and selling high” (which includes the Dow 
theory as well as more recent “formula investment” based on statis- 
tical projections of a normal trend). 

The purpose of the present paper is not to develop the logic of the 
argument, however, but to contribute some statistical evidence on the 
relative yields that have been available over the five-year period 
1952-56 from a large number of stocks in “growth” industries as 
compared to those in “defensive” and “cyclical” industries. The 
stocks for this grouping are drawn from the former “industrial” in- 
dex of Standard and Poor’s Corporation; they are therefore broadly 
representative of the better-known issues in manufacturing and min- 
ing and to a smaller extent in trade and service. For each stock, sta- 
tistics have been compiled showing dividend yields each year (re- 
lated to the price at the beginning of the year), relative price changes 
each year and for the five-year period, and the combined effect of 
dividends and price changes upon the “over-all” yield. The study 
also examines the interrelationships among price changes, dividend 
yields, and rates of dividend growth within each industry group. The 
findings are subjected to variance analysis, so that inferences may be 
drawn as to their statistical significance and as to the extent that they 
seem to suport or cast doubt upon various popular beliefs regarding 
the three types of industry. 


THE SCOPE AND APPLICABILITY OF THE ANALYSIS 


It is readily conceded that the present sizing-up by industry groups 
cannot settle the whole argument of growth stocks, since the so-called 
growth industries probably contain some retrogressive companies, 


* The views expressed in this paper are personal and are not to be identified with the 
International Monetary Fund. 
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while most other industries also contain individual companies with 
superior growth trends. But the identification of individual growth 
companies would entail obvious difficulties of anticipatory judgment 
regarding managerial ability, market demand, and technological 
change; such difficulties would effectively preclude any one analyst 
from statistically testing the hypothesis as it might eventuate in 
terms of other investors’ judgments. Making the appraisal in terms 
of readily identifiable industries will also provide a more realistic 
illustration of the results attainable by large numbers of individual 
investors than would the citation of a few hand-picked companies— 
partly because the key to identifying growth stocks must be simple 
if it is to be applicable by large numbers of investors, and partly be- 
cause the concentration of many investors’ preferences on a few 
stocks would so influence the prices of the favored issues as to invali- 
date the applicability of past experience to the future.’ 

The present paper will therefore make no use of the many (and 
sometimes conflicting) distinctions that have been proposed between 
growth stocks and growth companies, between companies whose earn- 
ings expand as a result of industry-wide conditions rather than in 
response to an aggressive management, or between stocks which 
produce capital gains as a result of general shifts in market valua- 
tion rather than a superior rate of growth in earnings or dividends.” 
The approach to be taken here is rather the pragmatic one to which 
many investors are sooner or later driven: Is the over-all investment 
return on one objectively identifiable group of stocks so superior to 
the market cross-section as to warrant concentration of funds in that 
group? What sort of speculative assumptions as to future trends 
must be accepted as a premise to such concentration? Is there a sub- 
stantial risk that, in reaching for better-than-average returns, the 
eventual outcome may be less than average?* Reflecting this prag- 
matic approach, the measure of investment return here will consist 
of cash dividends and market price changes. Retained earnings may 


1. These considerations have not, however, deterred some analysts from urging that 
investors generally could have profited by concentrating in a specified handful of growth 
companies; see, for example, R. W. Anderson, “Unrealized Potentials in Growth Stocks,” 
Harvard Business Review, March-April, 1955. 


2. See, for example, Peter Bernstein, “Growth Companies vs. Growth Stocks,” Harvard 
Business Review, September—October, 1956. In that article the author denies that most 
oil and paper companies should be considered growth companies. (Growth stock is labeled 
a meaningless term, being “simply a stock which went way up.’’) 


_ 3. Such questions are taken especially seriously by investors handling pension or other 
institutional funds who start from a premise that the prudent policy (and perhaps also 
the cheapest to operate) is to make sure of an average rate of return through broadly 
representative sampling of many types of industries and companies. 
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well have some value, but, if so, the investor can ultimately get them 
only in the form of dividends or a price rise.* 

Another qualification regarding the applicability of the present 
analysis, particularly for long-term investors, must be the shortness 
and nature of the five-year period which is covered. An attenuating 
circumstance is, of course, the probability that the recent half-decade 
is more relevant to the future than the more distant past would be. 
And at least one major counselor who is a proponent of growth stocks 
has asserted that the superior characteristics of a growing company 
ought to be apparent in as short a period as five years. Moreover, at 
some points in the following analysis it will be relevant to project 
over a longer period the differential trends that have been observed 
in the last five years. 

A more specific question must be raised as to the representative- 
ness of the five years 1952-56 as a sample of what may lie ahead. 
This period, as indeed the whole twelve years since the end of the 





war, has been one of unprecedented capital expansion in many lines 
of industrial activity. In this the so-called growth industries as well 
as the cyclical industries have probably grown faster than should be 
expected over the next decades. It would seem to be in the nature of 
the defensive industries (supplying consumer non-durable goods and 
services) that their operations are less likely to have shared in this 
transient boom. If so, the analysis of this recent period tends to un- 
derstate the relative long-run merits of defensive stocks. 

Finally, apart from any prognosticative significance, an analysis 
of the recent experience of a large cross-section of the industrial mar- 
ket can provide a scale against which particular stocks or portfolios 
can be appraised. It is not unusual to meet investors who feel pleased 
and proud of their own investment experience when, in fact, they 
have done less well than the broad averages described here. 


DESCRIPTION OF THE DATA 


To illustrate the range of investment experience available on in- 
dustrial stocks, a list of 374 companies was developed by starting 
with the Standard and Poor’s Corporation former weekly index of 
“about 420 industrials,” eliminating finance and transportation com- 
panies and also stocks on which no cash dividends were paid in 1951. 








4. Previous explorations of the price-supporting effect of a margin of earnings above 
dividend requirements seem rather elusive; see, for example, O. Harkavy, “The Relation 
between Retained Earnings and Common Stock Prices . . . ,” Journal of Finance, Sep- 
tember, 1953. 


5. The latter exclusion was made on the ground that institutional funds could not 
prudently be invested in non-dividend-paying stocks. In order not to bias the sample 
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These were then classified in three broad groups: chemical, drug, oil, 
and paper companies were taken as exemplifying growth industries ;° 
other companies manufacturing and trading in consumer non-dur- 
able goods (including broadcasting and motion pictures) were taken 
to represent defensive industries; while the whole range of manufac- 
turing and mining of durable goods was taken to represent cyclical 
industries.” 

Investment returns were calculated for each stock on the basis of 
cash dividends received over 12-month periods ending January 31 
and of assumed purchase and sale at the beginning and end of each 
period, with adjustment for all stock dividends and splits.* Unlike 
the Standard and Poor index, the group averages here were compiled 
by using yields and price relatives, so that all stocks receive equal 
weight.® For the majority of the stocks which were traded on a na- 
tional securities exchange no account was taken of brokers’ commis- 
sions which an investor would have to pay; dealers’ margins on the 


upward, however, dividend-paying stocks which omitted their dividends in subsequent 
calendar years were retained in the tabulation, provided that the stock was still actively 
quoted in January, 1957. Merged stocks were continued in the name of the new stock 
on the basis of their exchange rights. 

6. Coal also was included in this group because of its association with oil in the stand- 
ard industrial classification. It does not affect the results greatly, however, because coal 
comprises only 5 of the 60 stocks in this group. The over-all yield of the coal stocks for 
the five-year period was also close to that of the oil stocks, as the appendix table shows. 

7. As indicated earlier, this study tries to avoid the interpretive weakness that would 
attach to a few examples which might be hand-picked to represent the epitome of the 
defensive, growth, or cyclical concepts. Since the aim is rather to identify considerable 
numbers of stocks that fall within broad areas, each group is bound to include individual 
instances—perhaps even subindustries—that partake of other characteristics than the 
principal one intended. Some analysts, for example, may question whether the long-de- 
pressed textile industry deserves to be classified as defensive. Similarly, electrical equip- 
ment and non-ferrous mining and processing have acquired in recent years some favor 
as growth industries, despite the probability that they still remain highly sensitive to a 
cyclical recession. (Conversely, steel probably warrants equal consideration as a growth 
industry along with its cyclical sensitivity.) To some extent it appears also that investor 
sentiment regarding these characteristics also shifts from time to time—witness the rise 
in favor of drug manufacturing as a growth industry par excellence around 1950-52 and 
its subsequent relapse. Also the possibility should not be overlooked that the long post- 
war boom in many cyclical industries may have been mistaken by many investors for 
secular growth. For these and similar reasons it seems doubtful that any one classification 
of industrial stocks among the three categories—defensive, growth, and cyclical—could 
satisfy all analysts. 

For those who would prefer a different classification of subgroups, the appendix table 
may be useful. It shows for the five-year period the over-all yields resulting from divi- 
dends plus price changes and rates of change in dollar dividend payments for 47 industry 
subgroups. 

8. January 31 rather than December 31 was selected as the terminal date, in order to 
smooth out certain irregularities in the timing of year-end dividend payments which 
developed when tax rates were changed. 

9. The reason for this is that individual investors were considered more likely to place 
an equal amount of funds in each stock than to vary their holdings in proportion to the 
size of the company. 
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few stocks traded over the counter were correspondingly ignored by 
using averages of bid and ask quotations. 


OvER-ALL YIELDs, 1952-56 


For the five-year period beginning January 31, 1952, and ending 
January 31, 1957, the best over-all yield (the term used here to in- 
clude price changes as well as dividends) was available on the cycli- 
cal industry stocks. As Table 1 indicates, the yields in this group 


TABLE 1 
OVER-ALL YIELDS ON INDUSTRIAL STOCKS, 1952-56 
(In Per Cent per Annum) 


Over-aLt Yrevp (Diviwenpds PLus Price CHANGE)* 


No. oF 3-Year 
Lypustry Group Stocxkst Period 1952 1953 1954 1955 1956 
ii aa 5 60 19.6 2.4 5.4 41.9 23.7 10.2 
(chemical, drug, oil, 
coal, paper) 
Defensive....... 135 12.2 8.3 4.9 30.9 8.4 2.2 
(other non-durable 
manufacturing, 
trade, service) 
UU eae 179 26.8 13.0 2.2 58.6 16.4 12.8 
(all durable goods) 
eee 374 20.4 9.6 37 45.9 14.7 8.5 


* The annual over-all yields consist of dividends paid plus price increments during 12-month periods begin- 
ning January 31 divided by prices at beginning of period. Yields for the five-year period are a simple interest 
return on the January 31, 1952, price (i.e., total dividends plus price increment for the period divided by 5 and 
stated as a per cent of initial price). For comparative purposes, the 20.4 per cent simple interest shown hee for 
the total corresponds to 16.5 per cent compounded annually. 


t For numbers of stocks in oapans industries, see appendix table. The stock list was derived from the 
weekly index published by Standard and Poor’s Corporation, as explained in the text, but present averages are 
not weighted by size of company. 


averaged 26.8 per cent a year (simple interest) as compared to 19.6 
per cent in growth industry stocks and 12.2 per cent for defensive 
industry stocks.’® Considering the dispersion of the individual yields 


10. For individual investors, who are subject to a lower tax rate on capital gains than 
on dividends, the relative attractiveness of the several yields would be affected by the 
extent to which they were derived from price appreciation. Since price appreciation was 
the main element differentiating the five-year yiclds, the effect of allowing for taxes would 
be to accentuate the relative differences among the groups, without changing their rank. 
This effect is illustrated by adjusting the five-year average yields to a net-after-tax basis, 
as follows (this calculation assumes that the capital gains increment is taxed at half the 
rate applicable to the dividend increment, without change in the marginal bracket): 


For Investors witn Tax RATE or: 


Zero 30 Per Cent 50 Per Cent 

Net yield (per cent): 

Growth 19.6 15.9 13.4 

Defensive ; 12.2 9.4 7.6 

Cyclical. . 26.8 21.7 18.2 
Net yield, as nmi of yield 

on defensive stocks: 

Growth 1.61 1.69 1.77 

Defensive 1.00 1.00 1.00 

Cyclical ; 2 
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in each group, these observed differences among the group means 
were too large to be attributed merely to sampling variation.” 

The breakdown of these three groups into 47 industries, which is 
provided in the appendix table, shows further that the superior yield 
of the cyclical group (comprising all durable goods) cannot be at- 
tributed to the inclusion of non-ferrous metals and electrical equip- 
ment, which have recently come to be regarded as growth industries. 
Over-all yields greater than the average of all durable goods have 
been provided by steel and certain subgroups of building materials 
and machinery, all of which are known for their cyclical characteris- 
tics. 

The ranking of the several group yields was not consistently the 
same each year, however. As the table shows, there was one year 
(1952) when the growth industries provided a lower over-all yield 
than did either of the other two groups and two years (1953 and 
1955) when the growth group provided the highest yield of all three. 
In fact, no one of the three groups held its rank consistently, so that 
no one could be said to be the best or the worst for the short-run in- 
vestor. This finding may suggest that the common-stock investor who 
seeks the most stable return, year in and year out, would have done 
best to have held a representative cross-section of all industry groups 
rather than to have concentrated in any one. Actually, however, the 
annual variation in group average yields was less for the defensive 
group than for the total of all groups.’* For the individual investor 
who must expect greater sampling variability for his small portfolio, 
it may also be significant that the range of dispersion within the de- 
fensive and growth groups was l:ss than that within the cyclical 
group.** 


CURRENT DIVIDEND AND DIVIDEND GROWTH 


The extent to which the over-all yield of industrial stocks origi- 
nated in cash dividends is indicated in Table 2. This brings out a 
characteristic of defensive stocks, that they provide a liberal yield in 
terms of current dividend. In relation to the respective price levels, 


11. The variance of the three means was 4.6 times the pooled variance within the three 
groups. The probability of so large a difference occurring as a sampling phenomenon was 
much less than 0.001. Another aspect of statistical significance is the small size of the 
standard errors of the averages for the entire period: these ranged from 1.2 for the de- 
fensive group to 1.8 for the cyclical group. 

12. The standard deviation of the five annual averages was 16.9 for the total of all 
industrial stocks as compared to 11.4 for the defensive group, 16.3 for the growth group, 
and 21.9 for the cyclical group. 

13. The cyclical group average for the five-year period (taken as a unit) had a stand- 
ard deviation of 24.8 in contrast to only 13.7 for growth and defensive groups (each). 
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taken a year at a time, the cyclical stocks have approximately 
matched this yield, but the dividend yield on growth stocks has been 
typically 1-14 per cent lower.** 

Following this observation, the question arises whether the disad- 
vantageously low yield of growth stocks is not likely to be rather 
quickly offset by their superior rate of dividend growth. Table 3 does, 


TABLE 2 


DIVIDEND YIELDS ON INDUSTRIAL STOCKS, 1952-56 
(In Per Cent per Annum) 


DivipenD YIELD* 


No. or 5-Year 
Inpustry Grovupt Stocks Period 1952 1953 1954 1955 1956 
oh he ko 60 5.13 4.82 4.85 4.98 4.13 3.88 
Defensive.......... 135 6.38 6.30 6.01 6.11 5.20 5.42 
Cyclical. ...... , 179 7.40 6.55 6.47 6.77 5.09 4.95 
(a 6.67 6.18 6.05 6.25 4.98 4.95 


* Annual yields on individual stocks were derived by dividing dividends paid during 12 months beginning 
January 31 by the price at the beginning of the period. The yield for the five-year period is a simple interest 
return (average annual dollar dividends divided by January, 1952, price). 


t For description of industry groups in this and subsequent tables see Table 1 and appendix table. 


TABLE 3 


GROWTH OF DIVIDENDS ON INDUSTRIAL 
STOCKS, 1952-56 


INDUSTRY Averace Per Cent IncrEASE* STANDARD Error 
Group 1956-52 Annual! Ratet or Cot. if 
Growth. ..... . 34.8 7.76 10.9 
Defensive ....... 20.5 4.77 6.2 
er 7.74 4.7 
. ae 29.6 6.70 3.6 


* Average of percentage changes for individual stocks; i.e., stocks have 
equal weight. 


t Computed as a compound-interest rate of growth. 
t Standard deviation of percentage changes divided by square root of 


number of stocks. 

in fact, seem to indicate that the growth stocks have increased their 
dollar dividends considerably more rapidly from 1952 to 1956 than 
defensive stocks; but further statistical examination indicates that 
the dispersion of the individual stocks was sufficiently great that an 
investor could not rely—at least over so short a period as the four 
years from 1952 to 1956—on the growth-stock group increasing sig- 
nificantly faster."* The rate of growth of dividends in the cyclical 

14. For the five years considered as a unit, however, the dividend return on the cyclical 
group has been outstandingly the best. 


15. The difference between the dividend increases of defensive and growth groups was 
only 1.2 times its standard error, indicating a probability (P) of 23 per cent for its occur- 
rence through normal sampling variation. 
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group was, moreover, equal over this period to that of the growth 
group.?® 

An interesting calculation in this connection, if we accept the dif- 
ferences in current yields and in growth rates shown in Tables 2 and 
3 as typical, is how long a period would have to elapse before the in- 
vestor in growth stocks would have obtained aggregate dividend re- 
ceipts on his investment equal to that which he would have received 
on defensive stocks. The answer works out at over 24 years.’*’ As a 
practical matter, this understates the waiting period for the investor 
in growth stocks, since it takes no account of the return from rein- 
vestment of dividend receipts, which would be superior (over the 
period considered here) for defensive-stock investors. This means 
that, subject to the possible unrepresentativeness of the recent five- 
year period, investors for less than three decades would obtain 
greater cash dividends from investing in defensive stocks than in 
growth stocks.’® 

For pension funds and other long-term investors who cannot dis- 
invest—and who therefore are more interested in aggregate dividends 
than in capital gains—these findings would seem to present a chal- 
lenge. The proponents of special emphasis on growth industries must 
be prepared to demonstrate not only that dividends in certain indus- 
tries have grown more rapidly than in others but also that this mar- 
gin of superior growth will persist for several decades. This is essen- 
tially a speculative undertaking from which many institutional funds 
—if informed—would understandably shy away.”® 

16. If medians are taken as a more stable average than the mean, the cyclical stocks 


have, in fact, tended to increase their dividends slightly more (though not significantly 
so) than the growth group. 


17. This is calculated by setting up an equation in which the aggregate dividend return 
that would be realized over m years by defensive stocks is equal to the aggregate amount 
realizable fron: growth stocks over an equal period. The initial dollar return, which 
appears as the first term in the following equation, is taken as the average of the five 
individual years’ figures from Table 2: 





Growth Defensive 
. (1.0776)"—1 . (1.0477)"—1 
$32 Se a S82 
4.932 S776 7-826 a 5a77 


18. Allowance should also be made for the possibility, suggested in the opening section 
above, that this period has been more favorable to the growth industries (relative to the 
defensive group) than is likely to be characteristic in the long run. The results of this 
calculation may recall the healthy skepticism of high price-earnings ratios which was 
raised by J. C. Clendenin and M. Van Cleave in their recent paper, “Growth and Com- 
mon Stock Values,” this Journal, December, 1954. 


19. The proponent of hand-picked growth companies in place of industries can, of 
course, reply that the present industry comparisons do not illustrate the full potential 
of growth stocks. But this reply would seem to be cogent only if the investor can be sure 
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ASSOCIATION OF DIVIDEND GROWTH WITH OVER-ALL YIELD 


For intermediate-term investors who can take more interest in 
capital gains, an important question is the manner in which market 
price behavior has been associated with dividend growth and divi- 
dend rates. Something about these interrelationships may be learned 
by observing the cross-classifications within each major group. There 
seems, for example, to have been considerable covariation between 
the rate of growth in dollar dividends and the rate of price increase. 
Since price changes accounted for most of the variation in over-all 
yield observed in Table 1,”° this would seem to support the popular 


TABLE 4 
RELATION OF OVER-ALL YIELD TO DIVIDEND GROWTH, 1952-56 


PERCENTAGE CHANGES IN DOLLAR Divipenps, 1952-56* 


Declines Increases 
200 and 
InpuSTRY Group 100-51 50-1 0-49 50-99 100-199 Over 

Growth: 

No. of stocks....... 3 6 38 11 1 1 

5-Year price change. 19.7 1.8 13.4 19.2 44.0 38.0 

5- Year over-all yield tf 22.5 6.7 18.4 25.2 52.5 42.5 
Defensive: 

No. of stocks. . 7 26 82 12 5 3 

5-Year price changef.... —1.9 4.2 6.2 15.5 30.2 24.3 

5-Year over-all yieldf.... 2.5 1.5 12.6 20.8 41.5 32.5 
Cyclical: 

No. of stocks......... 10 27 76 48 12 6 

5-Year price changef.... —8.3 2.4 13.7 35.8 34.4 52.8 

5-Year over-all yieldf... —5.0 8.6 20.8 44.0 44.6 64.2 


* Four-year change from 12 months ending January, 1953, to 12 months ending January, 1957. 
t Annual rate (simple interest) for five years ending January 31, 1957, based on January 31, 1952, prices. 


belief that superior over-all yields can be obtained by selecting stocks 
which will exhibit superior dividend growth. 

The association is brought out in Table 4, which subdivides the 
stocks in each major industry group according to the degree of their 
dividend growth (or retrogression) from 1952 to 1956. Leaving aside 
the subgroups with less than five stocks (because of the instability of 
their averages), there is seen to have been a fairly consistent varia- 
tion in price changes for the five-year period; that is, the larger divi- 


that his acuity in selecting growth companies will be superior to that of the market. This 
may be an acceptable premise for the daring entrepreneur type of investor but hardly for 
the manager of institutional funds. 

Another factor which seems important to some investment managers is the tendency 
for growth-stock prices to reflect the tax advantage that accrues to individual investors 
but not to tax-exempt pension funds, when a large part of the yield occurs in the form of 
capital gains rather than dividends. For the broad groups studied here, however, this 
factor would not seem to have deserved major emphasis (see above, p. 371, n. 1.) 


20. Variation with respect both to industry and to time. The annual rates of price 
change can be inferred by subtracting the dividend rates of Table 2 from the corre- 
sponding yields of Table 1. 
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dend increases have been accompanied by the larger price advances 
which have contributed to superior yields. Moreover, within the 
range of a 50 per cent decline to a 200 per cent increase, the general 
relationship appears to be remarkably uniform for the major industry 
groups, with only one subgroup significantly out of line.** Plotted on 
a chart, the group averages exhibit a linear relationship that may be 
illustrated by two observations: first, stocks which showed no change 
in dollar dividends nevertheless experience an over-all price increase 
of about 8 per cent a year (not compounded); second, stocks which 
increased their dollar dividends by 100 per cent from 1952 to 1956 
experienced a price rise of about 28 per cent a year. Since the divi- 
dend growth was measured over a four-year interval, this means that 
a dividend increase of 25 per cent a year was accompanied by a 
marginal price rise of only 20 per cent. This represents a marginal 
price-dividend elasticity of less than unity.” 

Possible explanations for this behavior could differ, depending 
upon which subgroup is accepted as a benchmark for appraising the 
others. If the stocks with no dividend change are taken as a bench- 
mark, their price rise presumably reflected the general optimistic 
shift of investor valuations during the period, and the less-than-pro- 
portionate price increases of stocks with a large dividend increase 
might be explained by a hypothesis that 1952 prices were based in 
part upon some expected growth in dividends, so that not all the 
growth which eventuated could be expected to warrant a proportion- 
ate rise in their prices. An alternative interpretation, taking as a 
benchmark the average price-dividend elasticity of the stocks with 
substantial dividend growth, is that a price rise of 28 per cent a year 
on stocks whose dividends rose only 25 per cent a year was amply 
responsive; compared with this, the greater price elasticity of stocks 
with less dividend growth might be considered unsound, attributable 
perhaps to their being “carried along with the tide” by undiscrimi- 
nating investors.”* 

The strength of this average relationship among subgroups should 
not, however, obscure the fact that variation around the group 
averages was large: the proportion of variation in over-all yield 

21. This was the 48 cyclical stocks with dividend increases of 50-99 per cent; the price 


rise of 35.8 per cent a year from this subgroup was about 14 per cent above the apparent 
normal relation of other subgroups. 


22. The relationship calculated for the cyclical stocks was, in fact, unity; but it was 
lower for the other two groups, mainly because of the few extreme values (dividend 
reductions of more than 50 per cent and increases of more than 300 per cent). 


23. A similar association of over-all yield with dividend growth may be observed also 
among the 47 industrial subgroups for which these statistics are summarized in the 
appendix table. 
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which is explainable by variation in dividend growth was only 10 per 
cent in the growth industries and 25 per cent in the defensive group; 
among the cyclical industries this proportion reached 40 per cent.* 
These figures indicate that most of the important differences in mar- 
ket price movement and in yield during this period cannot be reduced 
to a matter of dividend growth. 


RELATION OF PRICE ADVANCE AND DIVIDEND GROWTH 
TO DivIDEND RATE 


The fact that the so-called growth industries with a distinctly less 
than average current dividend yield have nevertheless managed to 
provide an over-all yield superior to that of defensive industries— 
and one which has been supposed (until 1957, at least) to be more 


TABLE 5 


RELATION OF PRICE CHANGES TO DIVIDEND YIELDS, 1956* 
(In Per Cent of January 31, 1956, Prices) 


1956 Divipenp YieELD (Per Cent) 


INDUSTRY 8.0 and 
Group Under 2 2-3.9 4-5.9 6-7.9 Over 

Growth: 

No. of stocks : 5 25 29 1 

1956 price change '.3 4.2 9.4 —9.0 
Defensive: 

No. of stocks . 4 11 81 36 3 

1956 price change —24.6 —5.9 —4.0 —0.0 20.7 
Cyclical: 

No. of stocks 12 40 77 41 9 

1956 price change — 4.2 5.6 8.3 11.6 12.2 


* For 12-month period ending January 31, 1957 


stable over the business cycle than that of cyclical industries—has 
led some investors (and investment counselors) to select the lower- 
yielding individual stocks in all industries on the ground that these 
reflected a predominant market judgment of superior growth. 

If by “growth” we mean price advance, such a speculation would 
be rather unreliable, as is shown by the data in Tables 5 and 6. Table 
5 shows that during 1956 the stocks in each major group which pro- 
vided the lowest dividend yield on the basis of beginning-of-year 
prices also provided the largest price decline or smallest price ad- 
vance. This covariation of yield with price behavior was so sharp 
and systematic as to leave no statistical doubt as to its significance. 
This finding points to the vulnerability of low-yielding stocks in a 
year which was differentiated from the previous period by rising in- 
terest rates and a slowing-down of the business expansion. 


24. These percentages represent the correlation ratio, r*. The values of r are, of course, 
higher 
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For the five-year period 1952-56 the association of price changes 
with 1952 yields was weaker, and even its direction between adjacent 
dividend classes seems to have been uncertain, as Table 6 shows. 
Perhaps the most that can be said is that in each of the major indus- 
try classes there was a significant tendency for the price advances to 
be smaller among all stocks (taken as a group) which paid less than 
a 5 per cent dividend in 1952 than among those which paid a higher 
rate at that time. Since the dividend yield for the five-year period 
was clearly associated with the relative yield in 1952, the over-all 
yield (price advance plus dividends) also varied positively with the 
initial dividend rate. Thus the data provide no support for the notion 


TABLE 6 
RELATION OF PRICE CHANGES TO DIVIDEND YIELDS, 1952-56* 


1952 Drviwenp Yrevp (Per Cent) 


INDUSTRY 9 and 
Group Under 3.0 3-4.9 5-6.9 7-8.9 Over 
Growth: 
No. of stocks........ — 6 30 18 5 1 
5-Year price changef...... 13.7 12.8 19.6 12.0 13.0 
5-Year over-all yieldf..... 16.7 16.7 25.8 18.5 22.5 
Defensive: 
WO; OF GROG... 60k. se 2 22 71 35 5 
5-Year price changef...... 11.0 2.0 6.5 6.3 6.6 
5-Year over-all yieldf..... 17.5 6.6 12.9 13.9 13.7 
Cyclical: 
No. of stocks. .... RE 8 25 69 61 16 
5-Year price changef...... 18.6 12.5 19.0 23.8 15.5 
5-Year over-all yield. .... 21.2 17.5 25.9 32.7 25.0 


* For five-year period ending January 31, 1957. 
t Average annual rates (simple interest) based on January 31, 1952, prices. 


that low dividend rates by themselves can be an adequate guide to 
superior investment return. 

On the other hand—and possibly inconsistently, in the light of the 
relationship brought out in Table 4—the rate of growth in dollar 
dividends does appear to have varied inversely with the initial divi- 
dend yield in 1952. This is brought out by Table 7, where the varia- 
tion within each industry group tends to confirm a similar variation 
which was observed in Table 3 among the major groups. This sug- 
gests the possibility that, in the very long run, the stocks with ini- 
tially low yields may provide the better over-all yields. In appraising 
the practical value of this possibility, two limitations need to be kept 
in mind. One is the small proportion of stocks for which this relation- 
ship was dominant: variations in initial dividend yield appear to have 
“explained” less than 2 per cent of the variation in dividend growth 
in cyclical industries and 6 and 15 per cent, respectively, of the 
variation within growth and defensive industries. Even for the longer 
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run, therefore, initial dividend yields appear likely to fall far short 
of being a sufficient guide to future dividend growth. 

If account is taken also of the sacrifice of current income entailed 
in buying low-dividend stocks—a calculation of which was made 
earlier on an industry basis—any hope of realizing superior returns 
in the long run on the lower-yielding stocks as a class would seem 
misplaced. 


SUMMARY OF FINDINGS AND INTERPRETATION 


The statistical evidence provided by these tabulations covering the 
five years 1952-56 has tended to support several popular beliefs. 
First, stocks in the defensive (non-durable manufacturing and serv- 


TABLE 7 


RELATION OF DIVIDEND GROWTH TO INITIAL DIVIDEND YIELD, 1952-56 
1952 Drviwenp Yrewp (Per Cent) 


INDUSTRY 9 and 
Group Under 3 3-4.9 5-6.9 7-8.9 Over 
Growth: 
Oe eee 6 30 18 5 1 
1952-56 dividend change* . 133 21 37 — 3 5 
Defensive: 
SE 2 22 71 35 5 
1952-56 dividend change* . 375 27 21 4 —45 
Cyclical: 
a 8 25 69 61 16 
1952-56 dividend change* . 45 43 38 37 7 


* Percentage increase or decrease in dollar dividends from 1952 to 1956. Averages for each industry group 
were shown on Table 3. 


ice) industries have, as a group, provided a more liberal yield than 
growth industries (as represented by petroleum, chemicals, drugs, 
and paper). Second, from the first to the fifth years of the period, 
dollar dividend payments by the growth industries expanded rela- 
tively more than did those by the defensive industries. The observed 
difference in dividend growth would have to continue approximately 
three decades, however, before aggregate dividend receipts on growth 
stocks would catch up with those on the defensive stocks. (From this 
it may be inferred that the growth characteristic was relatively 
overpriced—that is, yields were inordinately low—in the favored 
growth industries, at least in 1952.) For the period examined, the 
cyclical stocks provided the best of both situations—a liberal yield 
coupled with rapid dividend growth. 

Over this period there was a tendency in each major industry 
group for prices to increase more or less parallel to dividend growth. 
The association was relatively weak, however, especially in growth 
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industries, where differences in dividend growth appeared to “ex- 
plain” only about 10 per cent of the variation in prices and over-all 
yield; among cyclical industries this proportion reached 40 per cent. 
There was also a tendency in each group for dividends to grow more 
on stocks which had a low initial yield in 1952 than on those which 
had a high initial yield, but here again the association was fairly 
weak, accounting typically for less than 10 per cent of the variation 
in dividend growth. Moreover, in each major industry group the 
stocks with the lower initial yields in 1952 provided poorer-than- 
average price increases over the subsequent five years. The same 
positive association between dividend yield and price increase ob- 
tained in 1956. Thus it appears that low yields alone were not a re- 
liable guide to the more favorable growth situations, either in the 
growth-industry group or in others. 


Perhaps the chief over-all impression left by these findings is that 
the growth industries, as here defined, have performed less well than 
their more enthusiastic proponents would have had us believe. Their 
rate of dividend growth has been good, it is true, but, because they 
have provided low dividends relative to their prices, their cumulative 
dividend yields have been disappointing. This consideration is im- 
portant for institutional investors who do not disinvest and who 
therefore are unable to meet their current needs from price appre- 
ciation. On the other hand, the shorter-term investors who are in a 
position to value capital gains more highly are also likely to have the 
aggressive approach to profit from cyclical-industry stocks—that is 
to say, from the superior dividend growth and yield which these 
stocks have shown that they can provide during a long cyclical up- 
swing. 

In essential respects, the problem of selecting particular company 
and industry stocks seems analogous to that of timing over-all stock 
purchases and sales. In each problem there is a possibility that the 
individual may, by superior judgment, beat the market: in the one 
case by identifying stocks whose future value will be greater than the 
market now perceives, in the other by identifying a time trend before 
it is perceived by the rest of the market. Some of those investors who 
have turned to dollar averaging through time, as a device for mini- 
mizing the risk of relative losses over the cycle, may well wonder 
whether the logic of their attitude does not point to dollar averaging 
with respect to industry also. Such investors may perceive some sup- 
port from the statistical findings in this study. 





APPENDIX TABLE 
OVER-ALL YIELD AND DIVIDEND GROWTH IN 





INDUSTRIAL SUBGROUPS, 1952-56* 
(In Per Cent) 


ALL INDUSTRIALS... . 
I. Defensive........ 


Food, beverage, tobacco... . 
Meat, dairy.......... 
Grain mill, bakery... .. 
Canning, packing...... 
ES 
Other food 


Beverage \ alcohol... .. 
Tobacco... . 


Textiles, apparel . zs 
Mill products. ..... 
I 00 ws sees 
Leather, shoes..... . 


{ non-alcohol. . . 


Publishing, broadcasting.......... 


Retail trade............ 


Department, ‘mail order 
Motion pictures . 


II. Growth....... 


Chemicals........ 


Drugs, cosmetics. . 
Industrial...... 


Is. Cycliedl..... 


Building materials. . 


Cement, gypsum, glass. . 


Plumbing, heating. . . . 

SES 
Floor coverings... . 
Metals, basic products 
) . oe 


copper, aluminum. . 


Primary lead, zinc 





| other 
Containers. . oa 
Other secondary. 


* For description of data, see notes to Tables 1 and 4. 


RESTS 


Average 
No. of Annual Over-All 
Stocks Yieldt 
374 20.4 
135 12.2 


ial 
.-) 
— 
nN 
~ 


6 18.1 
9 9.8 
8 18.1 
12 13.2 
11 9.6 
6 17.1 
8 2.4 
9 15.8 
22 81 
il 0.6 
5 20.3 
6 11.8 
6 27.9 
33 10 2 
6 18.8 
5 8.8 
s 1.4 
14 12.0 
5 19.2 
60 19.9 
30 14.0 
15 16.1 
15 12.0 
24 23.3 
19 23.4 
5 22.8 
6 35.3 
179 26.8 
25 24.4 
12 35.8 
5 5.6 
3 33.7 
5 10.3 
51 21.9 
11 35.3 
8 33.4 
5 4.1 
7 5.0 
8 16.9 
8 14.1 
4 38.9 


Four-Year Change 
in Dollar 
Dividends 

1952-56 








Small differences between the averages shown here 


and in earlier tables are due to compilation of the present table from exact individual (rather than grouped) dats. 
t Yields computed as average annual price rise plus dividends, expressed as per cent of January, 1952, price 
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APPENDIX TABLE—Continued 
Four-Year Change 


Average in Dollar 

No. of Annual Over-All Dividends 

Stocks Yieldt 1952-56 

ange Machinery, feels... 2.20... .00% 41 29.1 28 
j Machine tools ............... 6 25.5 10 
s SIN 0.5 oc aisecacecess 5 38.5 22 
: | Afr A 5 16.4 — 20 
Industrial..... Co esoe taeeen 12 25.3 47 
Office equipment. ia eemeee 8 35.3 22 
reer 5 35.9 66 

Electrical equipment........... 16 20.5 23 
General. ..... : a 6 40.3 51 

Radio, electronic. . . — 10 8.6 7 

Transport equipment .......... ; 41 33.1 41 
ae nee i 9 81.7 152 
ee 6 12.0 — 27 
See erro 12 16.3 47 

Rail equipment... eas 10 22.8 18 
Shipbuilding.......... seme 4 31.8 10 

oon puna rile ge A NEA 5 39.1 42 
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THE VARIABLE ANNUITY: SECURITY OR INSURANCE 


RoBert I. MEHR 
University of Illinois 


By WHAT AGENCY shall companies writing variable annuities be reg- 
ulated, to what agency shall they be required to report, or may they 
not be subject to the jurisdiction of two agencies, one state and one 
federal? This is how U.S. District Judge Robert M. Wilkin summed 
up the issue in Securities and Exchange Commission v. Variable 
Annuity Life Insurance Company of America during the second week 
of the trial.’ In its application to intervene as a plaintiff in the case, 
the National Association of Securities Dealers stated that “the deter- 
mination of the issue in this case is of great national importance in 
that it will affect the national economy.” The issue therefore should 
provoke thought and discussion among economists—especially those 
working in the area of finance. 


THE BACKGROUND 


Life insurance companies for many years have been writing stated- 
dollar retirement annuities. For example, for each $100 of annual 
premium an insurance company today will guarantee a thirty-year- 
old man a retirement income of about $30 a month starting at age 
sixty-five, regardless of the company’s investment earnings, mortality 
experience, or actual administration costs. On participating contracts, 
the annuitant will receive more if, as is likely to be the case, the 
actual experience of the company is better than that anticipated in 
computing the participating rate. Since the company makes its prom- 
ises in terms of a fixed number of dollars, it manages its investment 
portfolio accordingly, investing principally in bonds and mortgages 
rather than in equities. And, since it wishes to reduce the risk in- 
herent in the guaranty to insignificant proportions and to leave a 
margin to pay the traditional policyholders’ dividend, the company 
uses estimates of administrative costs, interest assumptions, and 
mortality projections generously loaded for safety. 

Under the conventional annuity contract, the annuitant is guaran- 
teed a fixed-dollar income that he cannot outlive. Although a number 


1. Civil Action No. 2549-56 in the United States District Court for the District of Co- 
lumbia, Transcript of Hearings at 832. 
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of people still look to the guaranteed lifetime fixed-dollar income as 
the riskless method of providing retirement security, others are now 
accepting what they have known or feared for quite some time: the 
fixed-dollar income as a medium for expressing retirement benefits 
is technically obsolete. Any reputable cost-of-living index will indi- 
cate the wide fluctuation in the value of the dollar over the long peri- 
ods of time involved in building and liquidating a retirement pro- 
gram. How can a thirty-year-old man determine today how many 
dollars he will need for a minimum retirement income thirty-five 
years from now? Even a sixty-five-year-old man would not find it 
easy to determine how many dollars he will need over his period of 
retirement. Realistic planning for financial security in the later years 
requires a full appreciation of the need to provide a satisfactory in- 
come in terms of its purchasing power at the time it is to be spent. 

The variable annuity is born —When a contract fails to perform 
the function for which it has been designed, efforts will be made to 
develop one that will. In 1952 the College Retirement Equities Fund 
(CREF) was created by a special act of the New York Legislature? 
as a non-profit educational corporation to write variable annuities 
for employees of colleges and universities. The variable annuity was 
to be the new type of contract to supplement the fixed-dollar annuity 
as an instrument for financing retirement pensions. CREF’s basic 
tenet is that, since equities tend in the long run to fluctuate with price 
levels, an annuity based on common stocks is likely to be a useful 
vehicle for funding retirement plans, especially when combined with 
a fixed-dollar annuity.* And, since retirement planning is a long-range 
operation, intermittent fluctuations in business activity have little 
significance because the long-run trend is toward a continued erosion 
of dollar values with each cyclical inflationary peak higher than the 
last one.* 

2. Laws New York 1952, c. 124. CREF is subject to Arts. 1, 3, and 16 and Secs. 59, 66, 


78, and 214 of the New York Insurance Law. CREF was organized by and is a subsidiary 
of the similarly non-profit “TIAA,” Teachers Insurance and Annuity Association. 


3. The premise that benefit payments under a variable annuity will tend somewhat 
to vary directly with cost of living is derived from historical studies relating to long-term 
correlations in the movement of average prices of selected common stocks and cost-of- 
living indexes (see William C. Greenough, A New Approach to Retirement Income [New 
York: Teachers Insurance and Annuity Association of America, 1951]). For a discussion 
of some strong economic arguments against the variable annuity see William A. Berridge, 
“Economic Facts Bearing on Some ‘Variable Annuity’ Arguments,” Journal of Insurance, 
Vol. XXIV, No. 2 (November, 1957). For an appraisal of the pros and cons of the vari- 
able annuity see Robert I. Mehr, “The Erosion of Annuity Values,” Current Economic 
Comment, Vol. XIX, No. 1 (February, 1957) (Bureau of Economic and Business Re- 
search, University of Illinois). 


_ 4. Robert J. Meyers, chief actuary of the Social Security Administration, in comment- 
ing upon the CREF philosophy of combining the fixed and variable annuity to provide 
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Variable annuities for the general public —On December 30, 1955, 
the Superintendent of Insurance of the District of Columbia author- 
ized the Variable Annuity Life Insurance Company of America 
(VALIC) to write life insurance and variable annuities within the 
District.° On August 24, 1956, the company was authorized to trans- 
act business in West Virginia and was admitted to Kentucky on 
February 4, 1957, and to Arkansas on May 9, 1957. 

Under its original Articles of Incorporation, a significant corporate 
purpose of VALIC was “to grant, purchase or dispose of life insur- 
ance and variable annuity policies stated in terms of units, the value 
of which is based in whole or in part on equity type of investments 
permitted by Section 535, of Title 35, of the Life Insurance Act of 
the District of Columbia.”® On July 24, 1956, the Articles of Incor- 
poration were amended to include the writing of disability insurance. 

The Equity Annuity Life Insurance Company (EALIC) was or- 
ganized under the laws of the District of Columbia in July, 1956. 
EALIC is licensed only in the District of Columbia. 

A third company, but one not involved in the SEC litigation, is the 
Participating Annuity Life Insurance Company organized at Fay- 
etteville, Arkansas, in 1934. 

Several well-established life insurance companies writing the con- 
ventional fixed-dollar annuity are seeking legislation which will en- 
able them to write the variable annuity. Other well-established life 
insurance companies are in strong opposition to such enabling legis- 
lation. 

The variable annuity principle—The variable annuity plan is as 
follows: The contract is expressed in terms of units rather than in 


some hedge against both inflation and deflation, states: “While the combination method 
does have some advantages in producing stability, the historical experience indicates that 
this was of relatively minor importance in comparison with the great advantage that the 
(variable) annuity would have had in keeping up with the cost of living” (Transactions 
of the Society of Actuaries [1952], IV, 772). 


5. Variable Annuity Life Insurance Company of America was organized as a life in- 
surance company under the Life Insurance Act of 1934, D.C. Code, Title 35, chaps. 3-8. 
A predecessor company organized in July, 1955, was dissolved on April 25, 1956, by court 
decree on voluntary petition of its principal stockholders before issuing any policies. 


6. Section 35-535 of the D.C. Code provides that a life insurance company shall invest 
its funds only in types of real and personal property therein enumerated. Among other 
things the list includes common stock. Common stock investments are limited under sub- 
section (10) as follows: “Common stocks of any solvent corporation (other than its 
own) created under the laws of the United States, or of any state thereof, which shall 
have paid common dividends in cash for not less than five years next preceding the pur- 
chase of such stocks, and where the bonds and other evidences of indebtedness, if any, 
and the preferred stock, if any, of such corporation are eligible as investments (under 
this act), and where the total investment in common stock of any one corporation does 
not exceed 1 percentum of the investing company’s admitted assets.” (Italics added.) 
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fixed dollars. Two types of units are employed—accumulation units 
and annuity units. When the annuitant pays his monthly premium, 
he is credited with a number of accumulation units, the amount to 
be determined by the then current value of one unit. For example, 
if the monthly net premium is $50 and the current value of a unit is 
$10, he is credited with 5 units. If the current value of a unit is $9.52 
when he pays his next $50 premium, he is credited with 54 accumu- 
lation units. If the value of the unit is $10.42 when he pays his third 
premium, he adds 4% units. The method of evaluating the accumula- 
tion unit is fixed in the contract.’ 

When the annuitant reaches retirement age, annuity units are sub- 
stituted for accumulation units. The number of annuity units pay- 
able under the contract is determined by using well-accepted actuarial 
principles with regard to anticipated longevity of annuitants and 
depends also, of course, upon the number of accumulation units 
credited under the contract. Just as it is possible to use actuarial 
principles to determine that $16,000 of cash value accumulated under 
a conventional deferred annuity will pay a man sixty-five years old a 
life annuity of $100 a month, it is also possible to use the same prin- 
ciples to determine that 16,000 units of something else—francs, green 
stamps, bushels of corn, or simply abstract units as represented by 
the accumulations described here—will pay a man sixty-five years old 
a life annuity of 100 units a month. As in the case of the accumula- 
tion unit, the method of evaluating the annuity unit is a matter of 
contract. 

The accumulation unit—Both CREF and VALIC use the “ac- 
cumulation unit” as a statistical device to inform their policyholders 
of the investment experience of the company and to report the non- 
forfeiture values of their policies.* Significant differences exist, how- 

7. The accumulation unit was valued initially at $1.00 by VALIC and $10.00 by CREF. 


These initial values were set arbitrarily. Over the past seven years, the CREF accumu- 
lation unit has fluctuated as follows: 


Year High Low 
ee ... $10.52 (Dec.) $ 9.59 (Oct.) 
ee A 10.37 (Dec.) 9.35 (Aug.) 
1954... ica : 14.85 (Dec.) 10.74 ten} 
1955... nea . 18.06 (Dec.) 14.79 (Jan.) 
1956.... eee 20.83 (July) 17.30 torr’ 
Se a 20.50 (July) 17.50 (Oct. 
eer 18.86 (Apr.) 17.92 (Feb.) 


* Through April 30, 1958. 


8. In order to assure that the policy will be used to provide retirement benefits, CREF 
does not allow cash or loan values in its contract. Death benefits and paid-up retirement 
benefits, however, are allowed in an amount equal to the value of the total number of 
units accumulated. Like the conventional fixed-dollar annual premium retirement an- 
nuity, the variable annuity contract issued by VALIC may be surrendered for its cash 
value before retirement. It also provides for the payment of the cash value in event of 
death before retirement and includes the usual loan provision. 
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ever, in the valuation of the unit. The dollar value of the CREF 
accumulation unit varies monthly according to the realized and un- 
realized capital gains and losses and operation expenses.® It is com- 
puted by dividing the market value of assets allocated to accumula- 
tion units by the number of accumulation units outstanding.’® Divi- 
dend earnings during the year are reinvested and apportioned to the 
contract holders at the end of the fiscal year as additional accumula- 
tion units.” 

The dollar value of the VALIC accumulation unit varies monthly 
according to the investment experience of the company. The method 
of computing the dollar value of each unit can best be illustrated by 
the following formula: 


CUV=PUV(1.000+ (d+ c) — 0.0015], 


where CUV = current unit value, PUV = previous unit value, and 
d + c = interest and dividends earned plus (or minus) capital gains 
(or losses) less taxes on investment income, per 1.000 at the begin- 
ning of the month. In determining the value of the current accumu- 
lation unit, the previous unit value is multiplied by the net invest- 
ment factor for the month. The net investment factor is 1.000 plus 
the adjusted gross investment rate (d + c) less an arbitrary invest- 
ment expense allowance of 0.0015.’* Thus, if capital losses caused 
the adjusted gross investment rate for the month to be minus 0.01, 
the net investment rate would be minus 0.0115, and the net invest- 


9. A management contract with Teachers Insurance and Annuity Association (TIAA) 
fixes operation expenses at 4 per cent of premiums. In renegotiation, this rate can be 
either raised or lowered, thus affecting the value of the accumulation unit. An investment 
management fee of one forty-eighth or 1 per cent per month of the mean total assets also 
is paid by CREF to TIAA. 


10. This, of course, is an overly simplified statement of the CREF valuation formula 
for the accumulation unit. For a good technical discussion see Robert M. Duncan, “A 
Retirement System Granting Unit Annuities and Investing in Equities,” Transactions of 
the Society of Actuaries (1952), IV, 332-37. 


11. As will be noted later, accumulation units in VALIC are allocated to policies only 
from premiums paid, and the variations in their unit value reflect the total investment 
experience of the company rather than only the realized and unrealized capital gains or 
losses. From the point of view of variable annuity theory, it makes no difference how 
the value of the accumulation unit is reported. The VALIC method has the practical ad- 
vantage of playing down capital losses, since dividend and interest earnings will offset 
these losses. The CREF method has the practical advantage of allowing its participants 
to experience a more rapid growth in the number of accumulation units to their credit. 
Actually, the concept of the accumulation unit is itself unnecessary, since dollar values 
could be reported direct rather than through units. 


12. From each periodic premium paid by policyholders, VALIC deducts an amount for 
sales and other expenses provided for in the contract. The amount that is left is called 
the “basic annuity premium,” and this is the amount that is used to acquire “accumu- 
lation units” for the policyholder. The 0.0015 factor used in reducing the adjusted gross 
investment rate to the net investment rate is an additional expense loading. 
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ment factor 0.9885. If at the beginning of the month the value of the 
accumulation unit were $1.00, the value at the beginning of the next 
month would be $1.00 0.9885, or 98.85 cents. If the adjusted gross 
investment rate for this next month is 1 per cent, then the net invest- 
ment rate becomes 0.0085, and the net investment factor 1.0085. The 
value of the accumulation unit for the following month would then 
be 99.69 cents.”* 

The annuity unit —When the contract holder reaches retirement, 
two factors determine his dollar income: (1) the number of annuity 
units to which he is entitled and (2) the dollar value of each unit. 
The first factor remains fixed, once annuity pay-out has commenced, 
but the second continues to fluctuate. 

The number of annuity units payable is computed by dividing (a) 
the current dollar value of the total accumulation units available at 
retirement by (0) the single premium for a life annuity in a monthly 
amount equal to the value of one annuity unit at the time the calcu- 
lation is made. For example, if the total cash value of the annuitant’s 
accumulation units is $30,000, and each annuity unit is paying $9 
per month at the time, a male annuitant at age sixty-five would re- 
ceive a straight life annuity of 22.7 units computed as follows: The 
single premium for a straight life annuity of $9 a month beginning at 
male age sixty-five is $1,321.50 (Progressive Annuity Table).** This 
figure divided into $30,000 yields 22.7, which becomes the number 
of annuity units this annuitant has for the rest of his lifetime.’® His 
actual income in any given month will be 22.7 times the value of one 
annuity unit when that month arrives. 

The value of an annuity unit, like that of an accumulation unit, 
was initially set arbitrarily. This value has since been changed peri- 
odically according to the terms of the contract. In 1952 CREF estab- 
lished the initial value of the annuity unit at $10."* The value has 

13. Note that fluctuations in expenses have no effect on the value of the VALIC accu- 


mulation unit. These fluctuations are reflected in VALIC’s profit-and-loss account, since 
expense allowances are fixed in the contract. 


14. Since VALIC guarantees mortality and expenses, it uses conservative assumptians. 
Since CREF makes no guaranties, its assumptions are not so conservative. 


15. The VALIC contract fixes the amount of the first monthly payment to the annui- 
tant by reference to what is simply a table of annuity values. Let us suppose that the 
table shows that $1,000 present value will provide an age sixty-five male annuitant with 
$6.81 per month under a straight life annuity. Our annuitant whose accumulation units 
were worth $30,000 would be entitled to $204.30. And that would be his first month’s 
payment from VALIC. If the current value of one annuity unit at that time were $9, as 
was assumed above, the $204.30 would equal (204.30 + 9) or 22.7 annuity units, and 
that number would be established as controlling his future payments. 


16. In 1953 the value fell to $9.46 but rose to $10.74 in 1954. In 1955, 1956, 1957, and 
1958 the value was $14.11, $18.51, $16.88 and $16.71, respectively. 
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been changed on March 15 of each year to reflect changes in the 
market prices of the investments held by CREF, the dividend rate 
earned on these investments, the ratio of expenses incurred to ex- 
penses expected.’ The valuation formula for the annuity unit may 
be analyzed as follows:** 


OY i+d’ +c’ (7-4) =) 


where CA = current annuity unit value, PA = previous annuity 
unit value, d’ = investment income, in terms of annual rate, c’ = 
capital gains (or losses) in terms of annual rate, d = assumed in- 
terest (CREF uses a 4 per cent interest assumption), g = death rate 
assumed for the past year (CREF uses Table A-1949 projection scale 
B), g’ = actual death rate experienced for the past year, E = ex- 
penses assumed for the year, and E’ = expenses incurred for the 
year. Thus, for example, if the value of the annuity unit last year was 
$11, the dividend received 5 per cent, the capital gain 10 per cent, 
death rate assumed 4 per cent, death rate incurred 6 per cent, and 
expenses as projected, the current value of the annuity unit would be 
$12.42. The annuitant who holds 10 annuity units would then col- 


1+0.05+0 *) é — 0.04 
1+0.04 1— 0.06 








(1) or $12.42, 


lect $124.20 a month for the next twelve months. If during these 
months CREF earns less than 4 per cent, incurs a net capital loss, 
and experiences less mortality than projected, the value of the annu- 
ity unit for the following year will fall,?° and the annuitants dollar 
income will be less than $124.20 for the following year. 

Unlike CREF, VALIC evaluates the annuity unit monthly rather 
than annually. VALIC established the “annuity unit” value at $1.00 
as of June 30, 1956. This value fluctuates monthly to the extent that 


17. CREF contracts to pay TIAA 1 per cent of unit annuity payments as an expense 
charge in addition to the investment fee described in n. 9. This fee also is subject to 
ehange on renegotiation. 


18. One factor in the CREF operations has been eliminated from this formula for pur- 
poses of simplification. Since annuity unit values are changed only once a year, whereas 
investment results change throughout the year, it is necessary at the end of the year to 
give effect to the result of having maintained a constant unit value throughout the year 
(see R. Duncan, op. cit., pp. 338-39). 


19. CA = $11. 


20. Of course, a combination of circumstances involving greater dividend earnings than 
expected, a net capital loss, and greater mortality than expected would either increase or 
decrease the annuity unit value, depending on the predominating factor or factors. 
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the net investment rate deviates from the assumed annual rate of 
34 per cent. The valuation formula for the annuity unit is: 


(222% Laie) 21 
I+d 


Note that this formula considers only the net investment experience 
of the company and does not concern itself with either mortality or 
expense experience. The value of an “annuity unit” is determined 
monthly by multiplying the value of the “annuity unit” at the end of 
the preceding month by the product of 0.9971 and the net investment 
factor.”? 


CA=PA 





THE LITIGATION 


The complaint.—On June 21, 1956, the Securities and Exchange 
Commission (SEC) filed for an injunction barring VALIC from offer- 
ing variable annuities to the public until such time as the company 
and its contracts were registered with the commission under the Fed- 
eral Securities Acts. The complaint contended (1) that VALIC is 
an issuer of “securities” subject to registration under the Securities 
Act of 1933; (2) that VALIC is an “investment company” subject 
to registration and regulation by the SEC under the Investment 
Company Act of 1940; and (3) that VALIC is a depositor of, or 
underwriter for, an investment company subject to registration and 
regulation under the Investment Company Act of 1940. 

The answer.—On July 25, 1956, VALIC filed its answer and chal- 
lenged each of the contentions made by the SEC. It alleged that it is 
an insurance company, organized under the Life Insurance Act of 
the District of Columbia,** approved and regulated by the District 
Insurance Superintendent, engaged solely in the sale of policies in- 
volving life and disability contingencies. It is specifically prohibited 
from doing any business except “the business of insurance appertain- 
ing to persons.”** In addition, VALIC claimed that the McCarran 
Act*®® (“An act to express the intent of the Congress with reference 


21. See p. 392 for the code of translation for these symbols, which are those used in 
describing the valuation formula used by CREF. Whereas d in the CREF formula is 
4 per cent, d in the VALIC formula in 0.29 per cent, the monthly equivalent to an annual 
rate of 3.5 per cent. 


22. The use of the factor 0.9971 allows for the 3.5 per cent annual rate assumed in 
the actuarial computation of the annuity units. The value of the “annuity unit” fluc- 
tuates only if the net investment factor is greater or less than the monthly equivalent 
of 3.5 per cent. 

23. Life Insurance Act of 1934, D.C. Code, Title 35, chaps. 3-8. 

24. Sec. 35-501(d), District of Columbia Code. 


25. 59 Stat. 33 (1945), as amended, 15 U.S.C., pp. 1011-1015 (1952). 
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to the regulation of the business of insurance”) makes the regulatory 
jurisdiction of the District Insurance Superintendent exclusive; that 
its policies are not “securities”; that it is specifically exempt from 
registration under the Securities Act of 1933; and that it is not an 
investment company or a depositor of, or an underwriter for, any 
such company. The Equity Annuity Life Insurance Company 
(EALIC), an intervenor-defendant argued that, if the SEC com- 
plaint were sustained, Sections 101, 102, and 535 of the Life Insur- 
ance Act of the District of Columbia would be nullified and rendered 
meaningless.”® 

The argument.—Since count 3 was dropped by the plaintiffs, only 
two of the counts were argued before the court. 


Count 1: VALIC Is an Issuer or “SECURITIES” SUBJECT 
TO REGISTRATION UNDER SECTION 5 OF THE 
SecuritiEs Act or 193377 


Since life insurance annuity contracts are specifically exempted 
under the act, the plaintiffs in their argument sought to establish two 
basic points: (1) the contracts issued by the defendants are securi- 
ties, and (2) the contracts issued by the defendants are not life in- 
surance or annuity contracts. The defendants sought to prove the 
reverse: their contracts are not securities, and their contracts are 
annuities. 

The statute—The SEC contends that the contracts issued and 
sold by VALIC fall clearly within the meaning of the term “security” 
as defined in the Securities Act of 1933.7 They argue that the basic 
elements of these contracts are those that are present in an open-end 
investment company. The so-called “accumulation unit” corresponds 
to shares and as such falls within the definition of a security in Sec- 
tion 2 (1) of the Securities Act as “a certificate of interest or partici- 

26. On December 6, 1956, EALIC was granted its motion to intervene as a party 


defendant. The National Association of Security Dealers was granted its motion to inter- 
vene as a party plaintiff on April 12, 1957. 


27. Section 5 requires any person who makes use of any means of instruments of trans- 
portation or communication in interstate commerce or of the mails to sell securities to 
register those securities with the commission. 


28. Section 2 (1) of the act defines security as follows: “The term ‘security’ means 
any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of 
interest, or participation in any profit-sharing agreement, collateral-trust certificate, 
preorganization certificate or subscription, transferable share, investment contact, vot- 
ing-trust certificate, certificate of deposit for security, fractional undivided interest in 
oil, gas, or other mineral rights, or, in general, any interest or instrument commonly 
known as a ‘security,’ or any certificate of interest or participation in, temporary or 
interim certificate for, receipt for, guarantee of, or warrant or right to subscribe or to 
purchase, any of the foregoing.” 
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pation in any profit-sharing agreement,” an “investment contract,” 
and “any interest or instrument commonly known as a ‘security.’ ” 
Even the “annuity unit” bears a striking resemblance to a share of 
stock in an open-end investment company, in that investment results 
also determine its value. The annuitant, therefore, bears the same 
risks of profit or loss in market operations as are taken by the holders 
of accumulation units.” 

The defendants, however, contend that the variable annuity con- 
tract does rot fall among any of the classes of instruments included 
in the statutory definition of securities. Since it is an aleatory con- 
tract, the variable annuity cannot be considered a certificate of in- 
debtedness: the amount to be paid is contingent upon the continua- 
tion of the life of the annuitant. Neither is the variable annuity pol- 
icy a “certificate of interest or participation in any profit-sharing 
agreement,” for the expectation of profit is not the incentive for its 
purchase. Its purchasers, like those who purchase fixed-dollar annui- 
ties, are motivated by the desire for a systematic liquidation of capi- 
tal under an arrangement providing a periodic income which cannot 
be outlived, with each payment a composite of principal, interest, 
and a survivorship benefit. The contract is a risk-sharing instrument 
designed to protect its holder against outliving his retirement income. 

Annuities specifically exempted—Furthermore, the defendants 
contend that their contracts, as annuities, are specifically exempted 
from registration under the Securities Act of 1933.°° The purpose of 
the statutory exemption is to clarify “what is already implied in the 
Act, namely, that insurance policies are not to be regarded as securi- 
ties subject to the provisions of the act.’’** According to the defend- 
ants, the “full disclosure” requirements are unnecessary for insur- 
ance in view of rigid state laws. But the SEC insists that Congress 
intended to exempt only those annuity contracts which obligated the 
company to pay a fixed sum of money, saying: 


In view of the nature of insurance there was no need, in the Securities Act 
of 1933, for requiring the policyholder to be furnished with a description of 
insurance company operations nor for the protection against fraudulent sales 


29. The SEC, however, does not admit one important difference between the accumu- 
lation unit and the annuity unit: the annuitant, once payments have begun, may not 
withdraw any of his accumulations. He must have them liquidated according to the 
guaranties in the contract, i.e., systematically over his lifetime with or without a mini- 
mum number of payments certain. Because of this important difference, the SEC con- 
tends that the accumulation period should be considered separately and apart from the 
“variable annuity” period. 


30. 48 Stat. 74 (1933), as amended, 15 U.S.C. 77a—77aa (1952), 3a (8). 
31. H.R. Rep. No. 85 (73d Cong., 1st Sess., 1933), p. 15. 
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and misrepresentations. Essentially, the policyholder merely purchased a well. 
secured obligation to pay a fixed sum of money upon the occurrence of a contin. 
gency. ... The promises of insurance companies . . . were so buttressed by require. 
ments of conservative utilization of the payments made by policyholders as to 
make superfluous the need for a disclosure of economic, statistical and financial 
facts necessary to enable an evaluation of the risks involved in the contract. 
[Italics added. ]3? 


In answer to the plaintiff’s contention that the exemption applies 
only to fixed-dollar annuities, the defendants contend that the meth- 
od of measuring annuity payments is not made the criterion for the 
exemption. The exemption is conditioned upon the fact that the com- 
pany issuing the contract is regulated by a state (or district or terri- 
tory) insurance authority. Furthermore, the defendants point out, 
neither actuarial scholarship, statutory definitions, nor court deci- 
sions require annuities in the insurance context to be defined in terms 
of fixed payments.** They argue also that common sense rebuts the 
contention that variable annuities are not annuities. VALIC could 
satisfy the SEC’s definition of an annuity by giving a guaranteed 
minimum benefit and using mortality and interest assumptions which 
would yield an annuity amount of only 25 per cent of that guaran- 
teed under a conventional annuity. This amount could then be in- 
creased by means of a participation feature, with dividends varying 
periodically according to investment results of the company. The 
annuity would then be variable in effect but fixed in theory.** 

Thus the defendants insist that the use of variable rather than 
fixed payments is not important in making a distinction between a 
life insurance annuity and a security under the 1933 Act.** Invest- 
ment companies cannot write either fixed or variable annuities be- 
cause they are not insurance companies. 

The plaintiffs contend that the exemption could not have included 
the so-called variable annuity, since no such contract had been con- 


32. Plaintiffs’ Brief, p. 33. 


33. In this connection, the defendants offer quotations from textbooks, state statutes, 
and various court decisions which need not concern us here (Defendants Trial Brief, 
pp. 63-68). 


34. Presumably through this subterfuge the contract would meet the SEC’s standard 
for exemption under the Securities Act of 1933 unless basic mortality and investment 
standards are added to the statute by implication. The defendants, of course, argue that 
the SEC has no “expertise” to rule on the basic assumptions of an annuity contract. 


35. According to the defendants, only five basic characteristics are necessary for a 
contract to be an “annuity:” (1) periodic payments, (2) contingent in whole or in part 
upon the continuance of human life, (3) under an arrangement for the sharing of the 
risks of mortality, (4) actuarially determined according to the age and sex of the 
annuitant, with (5) the amount of each periodic payment determined by the terms of 
the contract. The contract issued by the defendants meets all these elements. 
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ceived at that time. The defendants, however, point out that the 
insurance business is not frozen but has and should develop new 
coverages when new needs are recognized.*® They recall that a rise in 
premiums paid for conventional annuities from $108.2 million in 
1928 to more than $500 in 1935 led some to question whether or not 
retirement “and other forms of deferred annuities were being used 
as a savings account”;** yet no one argued that companies writing 
these annuities should be regulated as banks rather than as insurance 
companies. 

In rejoinder to this position, the SEC asserts that incorporation 
as an insurance company by the defendants does not automatically 
make their contracts insurance or annuities. Since VALIC assumes 
no risk, it is not writing insurance but selling securities. The insur- 
ance features of the VALIC contract are de minimus: only an infini- 
tesimal part of the premium paid by the contract holder is used for 
life or disability insurance. Practically the entire premium is applied 
for purchase of securities.*® 

This failure of the plaintiffs to recognize the insurance element in 
the annuity itself apart from life and disability insurance riders has 
caused the defendants some concern. They emphasize that if “VALIC 
sold no contract except deferred life annuity policies—if it offered 
no term insurance or premium waiver—it would be engaged solely in 
the life insurance business.”*® The defendants insist that the plain- 
tifis have ignored the basic distinction between insurance and a se- 
curity: 

Insurance through life annuities is, and must be, a group activity, wherein the 
participants pool their premiums to assure protection for an uncertain period, 


depending on life contingencies, to individuals in the group who sustain the impact 
of the risk insured against, longevity.*° 


Statements of the plaintiffs that VALIC invests the net of premiums 
in a common stock fund for the account of the contract holder indi- 
cate that the plaintiffs fail to realize that an insurer’s assets are group 
assets and its reserve a group liability taking into consideration the 
probability that unidentifiable members of the group will die each 
year. Plaintiffs, however, argue that no insurance feature is involved 


36. The defendants cite the 1957 report of the Superintendent of Insurance of 
New York: “None of us should be deterred from considered further solutions simply 
because they may involve a departure from traditional thinking or established methods 
of operations.” 


37. TNEC Mono. No. 28, p. 331. 39. Defendants’ Reply Brief, p. 24. 
38. Plaintiffs’ Brief, p. 5. 40. Defendants’ Brief, p. 23. 
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during the accumulation period, since contract holders can withdraw 
their values at will. Defendants point out that the right of withdrawal 
during the accumulation period is not unique, for it is found in vir. 
tually all stated dollar deferred annuity contracts as well. Defend- 
ants argue further that they are assuming a risk as soon as the con- 
tract is written, since mortality experience is guaranteed under the 
contract. 

Court decisions.—Precedent did not appear to favor either side of 
this issue. Indeed, cases having a sharp bearing on the problem were 
not to be found, although both sides came up with a number of cita- 
tions. A principal case offered by the plaintiffs was SEC v. W. J. 
Howey Co. The plaintiffs sought to prove that the phrases used to 
define a security in the Securities Act have been interpreted liberally 
by the courts in order to carry out the intentions of Congress. In this 
case, the Supreme Court pointed out the term “investment contract” 
should be construed “so as to afford the investing public a full meas- 
ure of protection.” The court went on to say that “form (must be) 
disregarded for substance and emphasis . . . placed upon economic 
reality.” In this same case, the Court also observed that 

. . an investment contract for purposes of the Securities Act means a contract, 

transaction or scheme whereby a person invests his money in a common enter- 
prise and is led to expect profits solely from the efforts of the promoter or a 
third party.4? 
The SEC contends that the purchaser of a VALIC contract invests 
his money in a common enterprise with the chief inducement being 
the promise of profit resulting from the investment skills of manage- 
ment. 

In rejoinder, VALIC contends that a retirement annuity capable 
of offering some protection against inflation provides the chief moti- 
vation for its buyers. And, since the interests of each annuitant and 
the annuitants as a group are adverse to that of the company, there 
can be no common enterprise. The longer the annuitant lives, the 
greater will be his survivorship benefit and the less will be the gains 
(or the more the losses) of the company. 

The principal case offered by the defendant was Haberman v. 
Equitable Life Assurance Society.“ In this case the court held that 
an annuity is not an investment contract (the payment of money 
into a common enterprise with the expectation of profit) but essen- 
tially a risk-sharing instrument designed to protect its holder against 


41. 328 U.S. 293 (1946). 42. Ibid., at 298. 
43. 224 F. (2d) 401; Mod. 225 F. (2d) 837; cert. den. 350 U.S. 948 (1956). 
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outliving his income. And the court said: “As for the words ‘any 
other instrument commonly known as a security,’ we do not recall 
a single instance in which we have heard an annuity called a security 
either by the learned or the vulgar.’”** 

Economic purpose and use of the variable annuity.—What is the 
economic purpose and use of the variabie annuity? The plaintiffs 
claim that it is an instrument for speculation, whereas the defendants 
insist that it is an instrument for providing retirement income insur- 
ance. According to the SEC, several features of the VALIC contract 
offer opportunity for speculation: (1) the availability of a cash pay- 
ment at voluntary termination of the contract, (2) a provision for 
lending the policyholder part or all of the cash value of the policy, 
(3) the right of a contract holder to pay his premium in advance of 
its due date, and (4) a grace period of 31 days for the payment of 
every premium after the first. 

The SEC draws a parallel between these speculative opportunities 
and those offered by investment companies. The cash values of 
VALIC contracts are similar to the “redemption value” of invest- 
ment company contracts.*® They fluctuate with the investment ex- 
perience of the company and therefore offer an opportunity for spec- 
ulation.** The “loan provision” of the VALIC contract is simply a 
method for allowing a variable annuity contract holder to do just 
what a shareholder can do in an investment company, that is, sell 
certain of his shares for their then net asset value and later take the 
same amount of money and purchase whatever number of shares 
these dollars will buy at their price at time of repurchase. If a VALIC 
policyholder expects stock values to increase, he can repay his pre- 
mium, and if he expects the market to fall during the next month 
after his premium falls due, he may postpone payment for 31 days 
by taking advantage of the grace period. These privileges offer the 
VALIC policyholder opportunities for speculation. 

Replying to the efforts of the plaintiffs to label the deferred vari- 
able life annuity policy an instrument for speculation, the defendants 
point out: 

44. Ibid., at 406. 


45. Investment companies pay the net asset value as of the close of business on the 
day in which the shares are surrendered; VALIC pays the value of an accumulation unit 
“as of the last day of the month in which application for surrender is received.” 


46. The defendants attack the SEC’s contention that the right to cash in the variable 
annuity offers an opportunity for speculation: “Such a provision is essential if annuities 
are to be an affective instrument of retirement planning. One who buys an annuity in his 
20’s or 30’s may suffer material impairment or die before his retirement date. If the 
policy were not cancellable at the insured’s option, then indeed he would be ‘speculat- 
ing’” (Defendants’ Reply Brief, p. 28). 
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No sophisticated and informed “speculator” familiar with federal income and 
estate taxes could visualize the variable annuity as an instrument for “specula- 
tion.” . . . The obvious way to “speculate” is to buy stock (including mutual 
fund shares) and at the end of six months sell and receive capital gains treatment, 
... When... cash surrender values . . . exceed . . . total premiums, the “specula- 
tive” gain (under a variable annuity) would be taxed as ordinary income. .. . 
Death before the “speculator” took his cash surrender value would result in any 
appreciation in the value of the annuity policy realized at death being fully taxed 
for federal estate tax purpose and also as ordinary income .. . a “speculator” would 
buy a “security” since the appreciated value at his death, though included in 
his estate, passes to the heirs on the stepped up basis without any intervening 
income or capital gains tax.*? 


In addition to their argument that the variable annuity is not de- 
signed for speculation in securities, the defendants call attention to 
the fact that no evidence has been presented to show that VALIC has 
offered or that any buyer has purchased a policy for such purposes.“ 
And their sales literature is directed toward offering retirement plans, 
not opportunities for speculation. 

In rejoinder, the SEC insists that, even though the policyholder 
does not take advantage of these specific opportunities for specula- 
tion, the contract itself is a speculation. During both the accumula- 
tion and the liquidation periods the contract holder takes the risk of 
adverse investment results arising out of a general decline in the 
market or from poor investment judgment on the part of VALIC. 
The SEC strongly emphasizes the point that investment losses might 
defeat the purpose of an annuity, in that all the capital contributed 
by the contract holders as a group may not be returned to them as a 
group over their respective lifetimes. Therefore, the variable annuity 
cannot perform the normal function of an annuity, that of spreading 
capital over an individual’s lifetime, whether that lifetime be long or 
short. The purpose of the VALIC contract is to protect its holder 
against an increase in the cost of living, but insurance against this 
peril is not included in the contract. VALIC offers only a hope or 
expectation that the value of its investment portfolio will fluctuate 
directly with the cost of living. Again, the SEC holds that a company 
must guarantee the contract holder a fixed number of dollars upon 
the occurrence of the contingency insured against if that company is 
to be an insurance company. VALIC replies that a pure insurance 
arrangement requires no guaranty with respect to either mortality, 

47. Defendants’ Reply Brief, pp. 49-50. 


48. The plaintiffs put two policyholder witnesses on the stand but could not prove 
that the contracts were purchased for reasons other than “to round out our retirement” 
(transcript of hearings, pp. 563 ff. and 591 ff.). The plaintiffs had eight other witnesses 
under subpoena but did not call them. 
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expenses, or investment results. All that is necessary is an equitable 
arrangement for pooling exposures and sharing losses.*® 


CouNT 2: DEFENDANTS ARE INVESTMENT COMPANIES SUBJECT 
TO REGUATION UNDER THE INVESTMENT COMPANY ACT 


The Investment Company Act of 1940°° not only requires dis- 
closure by means of registration but also includes a number of de- 
tailed regulations to protect the investor from exploitation by un- 
scrupulous management. On count 2 the plaintiffs seek to prove two 
points: (1) defendants are investment companies within the meaning 
of the act, and (2) they are mot insurance companies within the 
meaning of the exemptions afforded under the act. The defendants, 
of course, seek to prove that they are not investment companies sub- 
ject to the act and that they are life insurance companies and there- 
fore are specifically excluded under the act. 

According to the plaintiffs, since the act was passed to control 
companies offering the public a means for investing in common stocks 
and other securities, the defendants must be subject to these regu- 
lations. Without the regulation of the Investment Company Act, the 
plaintiffs suggest that management could change its investment pol- 
icy at will, inadequate information could be disclosed to potential 
investors who are solicited, and assets could be used by insiders in a 
manner not in the best interests of the investors. 

In answer to these contentions, the defendants point out that their 
investment policy is subject to the District of Columbia insurance 
code and that their compliance with the code is supervised by the 
District insurance superintendent; complete and exhaustive annual 
reports are filed with the superintendent on forms prescribed by him; 
and section 35-530 of the code prohibits insiders from using the 
assets of the company for purposes not in the best interests of policy- 
holders. Directors of the company can be held personally liable for 
mismanagement. The defendants insist that they are subject to much 
more rigid control as insurance companies operating under state in- 
surance codes than are investment companies operating under the 
Investment Company Act and that the public interest is not endan- 
gered. 

The plaintiffs, however, argue that to allow the defendants to 
escape regulation under the Investment Company Act would make it 

49. It is difficult for this writer to understand the plaintiffs’ continued insistence that 
the investment risk be taken by the insurance company when they admit that invest- 
ment risks are not insurable (see Plaintiffs’ Brief, p. 9). 

50. 54 Stat. 789 (1940), 15 U.S.C., p. 80a-1-80a-52 (1952). 
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possible for other investment companies to avoid the act simply by 
incorporating under an insurance code. The defendants point out that 
Section 35-501(d) of the District of Columbia code, for example, re- 
quires the articles of incorporation of a life insurance company to 
state that “the purpose of the company .. . shall be restricted to the 
business of insurance appertaining to persons.” 

Investment companies as defined in the act?—The plaintiffs con- 
sider VALIC and EALIC to be investment companies as defined in 
the Act.®* They are engaged in the business of investing, reinvesting, 
and trading in securities. In fact, the success of their plan to offer 
annuity incomes tending to fluctuate with the cost of living depends 
upon a successful investment policy. 

The defendants, however, point out that the Investment Company 
Act sets up both a positive and a negative test in determining whether 
a business is an investment company subject to the act: (1) must be 
engaged primarily in investing, reinvesting, or trading in securities 
and (2) must not be engaged primarily in another business.*? They 
insist that on both tests they are not investment companies subject 
to the Investment Company Act. They are engaged in the business of 
writing life insurance and annuities and are prohibited from engaging 
in any other business. Investments which they must make are inci- 
dental to their primary business of writing insurance. Having dem- 
onstrated that their policies are insurance and not “securities,” the 
defendants argue that it follows that they, themselves, are not invest- 
ment companies. 

Excluded under the act?—Furthermore, the defendants point out 
that, as life insurance companies organized under the insurance code 
and supervised by state insurance departments, they are specifically 
excluded by Section 3(c)(3) of the act.™ 

Plaintiffs recognize that insurance companies are exempted under 

51. “Sec. 3 (a) When used in this title, ‘investment company’ means any issue which 
(1) is or holds itself out as being engaged primarily, or proposes to engage primarily, in 
the business of investing, reinvesting, or trading in securities . . . (3) is engaged or pro- 
poses to engage in the business of investing, reinvesting, owning, holding, or trading 
in securities, and owns or proposes to acquire investment securities having a value ex- 


ceeding 40 percentum of the value of such issuer’s total assets (exclusive of Government 
securities and cash items) on an unconsolidated basis.” 


52. Subsections 3(a)1 and 3(b)1. 


53. “(c) Notwithstanding section 3(a), none of the following persons is an investment 
company within the meaning of this title: . . . 

“3) any bank or insurance company... .” 

“(17) ‘Insurance company’ means a company which is organized as an insurance com- 
pany, whose primary and predominant business activity is the writing of iasurance ... 
and which is subject to supervision by the insurance commissioner or a similar official 
or agency of a State... .” 
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the act but insist that the defendants are not eligible for this exemp- 
tion, for they are not “primarily and predominantly” engaged in the 
business of insurance. ‘The objectives sought by defendants are tra- 
ditional investment company objectives.’”** They are selling “widely 
diversified, watched, and carefully managed interest in American 
industries.”*> “Unlike insurance companies, defendants do not un- 
dertake to pool payments in order to provide protection against the 
hazards which concern policy holders.’** As contended in count 1, 
their contracts are securities and not insurance policies. In rejoinder, 
the defendants again insist that the writing of life annuities is an 
integral part of the life insurance business and is not the business of 
investment companies.™* 

The regulatory jurisdiction of the district superintendent is exclu- 
sive by virtue of the McCarran Act.—The defendants assert as an 
affirmative defense that the McCarran Act®® makes the Securities 
Act and the Investment Company Act inapplicable to the business of 
insurance. The intent of Congress as expressed through the McCar- 
ran Act is that none of its enactments except those specifically re- 
served therein shall be construed to “invalidate, impair, or super- 
sede” the insurance laws of a state unless written so as specifically 
to relate to the business of insurance. The plaintiffs contend, of 
course, that registration requirements under the securities and in- 
vestment company acts do not run counter to the McCarran Act. 

The McCarran Act.—Because of the decision in Paul v. Virginia®® 
in which the Supreme Court held that insurance was not commerce, 
no attempt was made by Congress to regulate insurance. State regu- 
lation was allowed to develop and flourish. When Congress passed 
legislation, there was no attempt to frame it in such a manner as to 
deal with the unique problems of insurance. Consequently, when the 
Supreme Court in the South-Eastern Underwriters case® held the 
insurance business to be interstate commerce if conducted across 
state lines, serious concern was expressed as to the confusion to be 


54. Plaintiffs’ Brief, p. 76. 


55. The quoted phrase is taken by the plaintiff from the sales literature of the de- 
fendants. 


56. Plaintiffs’ Brief, p. 76. The plaintiffs go on to say, “instead, the chief hazard in 
these contracts is . . . the hazard of loss due to market fluctuations.” 


57. The argument on this point follows the same pattern as that on count 1. 
58. See n. 25. 

59. 75 U.S. (8 Wall.) 168 (1869). 

60. U.S. v. South-Eastern Underwriters Ass'n. 322 U.S. 533 (1944). 
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experienced in the regulation of the insurance business."' To alleviate 
this expected confusion, the McCarran Act was passed, making clear 
that continued regulation and taxation of insurance by the states is 
in the public interest and that silence on the part of Congress should 
not be construed as a barrier to state regulation. 

By this act, Congress expressly disclaimed all federal regulatory 
jurisdiction over the insurance industry unless a federal act specifi- 
cally relates to the business of insurance. In the McCarran Act, Con- 
gress reserved certain specified areas in which insurance is to be sub- 
ject to existing federal regulation.” These areas did not include the 
Securities Act and the Investment Company Act. 

Does McCarran Act govern?—The plaintiffs contend that the 
McCarran Act deals only with the insurance business and that, since 
the defendants are not in the insurance business, the act does not 
apply to them. The plaintiffs put it thus: 


If a life insurance company found itself in a position where it was required 
in the interest of its policyholders to foreclose a mortgage on a large railroad 
company, and, as a result had to take over the management and operation of the 
railroad: 1) would this management and operation of the railroad be insurance? 
and 2) because the insurance company was subject to the jurisdiction and regula- 
tion of the state insurance commissioner would that relieve it from complying 
with the federal laws administered by the Interstate Commerce Commission 
which the Congress deemed necessary for the protection of the public? . . . The 
same legal logic applies to a chartered life insurance company which voluntarily 
seeks to engage in the securities business. ®* 


In reply, the defendants argue that 


Congress did not define “insurance” or “annuity contracts” in the 1933 or 1940 
acts. ... It expressly linked both exemptions to the fact of supervision by District / 
State authorities . . . Congress could not have intended that its policy be nullified 


61. The defendants argue that this “apprehension can be strikingly illustrated by the 
instant effort of SEC to fit VALIC into its regulatory jurisdiction by alleging that 
VALIC is an ‘investment company.’ The SEC complaint does not state what type of 
‘investment company” it charges VALIC to be. .. . If VALIC were an ‘open-end invest- 
ment company’ it would be ‘unlawful’ for it to have any class of senior ‘security’ [1940 
Act, Sec. 18(f)]. So it could not issue the variable annuities which have been approved 
by the District Insurance Superintendent. But if VALIC were a ‘closed-end investment 
company,’ it would be ‘unlawful’ for it to issue a senior security representing indebted- 
ness unless it had an asset coverage of 300 per cent; or a senior stock unless it had such 
coverage of 200 per cent [1940 Act, Sec. 18(a) (1) (A) and Sec. 18(a) (2) (A) ]. Since SEC 
does not state what type of ‘security’ it asserts the variable annuity policy to be, VALIC 
does not know which of these sections SEC would seek to apply. Both, of course, would 
bar the policies the Insurance Superintendent has approved.” In this connection regula- 
tion by the SEC would in effect be destruction (Defendants’ Trial Brief, pp. 33-34). 


62. Sections 3 and 4. (For example, the National Labor Relations Act, the Fair Labor 
Standards Act of 1938, the Merchant Marine Act of 1920, and certain parts of the Sher- 
man Act apply.) 


63. Plaintiffs’ Brief, n. 2, p. 79. 
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by holding that “insurance” under the District law is not “insurance” under SEC 
law. ... The District Insurance Superintendent approved VALIC’s and EALIC’s 
variable annuity policies. To hold that the policies are not “insurance” within 
the McCarran Act would be to frustrate the intent of Congress to preserve District 
and state insurance laws from the encroachment of federal statutes.®4 


The defendants insist that unless Congress intends to establish uni- 
formity of meaning, terms used in federal statutes should be inter- 
preted in accordance with their meaning under local law.” 

Another of the plaintiffs’ contentions is that the McCarran Act 
does not restrict a state “blue-sky” commission in interpreting its 
securities statutes. Since the SEC is the “blue-sky” commission for 
the District of Columbia, it should be free of the McCarran Act in its 
local functions. In reply, the defendants point out that the purpose of 
the McCarran Act is not to prevent the SEC (operating on a local or 
national level) from interpreting the securities statutes but to protect 
the right of state insurance departments to interpret the state insur- 
ance statutes. 

The plaintiffs argue further that the McCarran Act has no bearing 
upon the construction which should be placed upon the securities 
statutes. The Securities Act is a disclosure statute only and therefore 
cannot “invalidate, impair, or supersede” any other law, state or fed- 
eral. Even without the McCarran Act, the securities act would have 
to be applied in a manner not inconsistent with state statutes.°* The 
Securities Act has long been applied to the public sale of stock by in- 
surance companies. The plaintiffs contend: “The application of these 
requirements to the contracts sold by the defendants would not in 
any way ‘invalidate, impair or supersede’ the local insurance statute 
any more than would their application to other securities issued by 
insurance companies that are subject to state insurance regulation.”* 

The defendants, however, insist that application of the Securities 


64. Defendants’ Reply Brief, pp. 10-12. 


65. Defendants cite the Union Guarantee and Mortgage Company case, 75 F. (2d) 984, 
985; cert. den. 296 U.S. 594 (1935): “If a state .. . classes the company as . . . an insurer, 
that too should be authoritative. . . . The will of the state is no clearer to supervise the 
company than to class it as it does. When Congress excepted not all companies affected 
with a public interest, but specified kinds of such companies, presumably it intended the 
states to define the kinds.” Defendants also cite U.S. v. Cambridge Loan and Building 
Company, 278 U.S. 55 (1928), in which the court rejected the contention that a state 
would make a company exempt from some federal statute simply by capriciously classi- 
fying such company as one of the exempted type or by giving it a false name. 

66. Section 18 specifically provides that nothing in the act shall affect the jurisdiction 
of the securities commission in any state or territory of the United States, or of the Dis- 
trict of Columbia, over any security or any person. Section 50 of the Investment Com- 
pany Act has a similar provision. 


67. Plaintiffs’ Brief, p. 81. 
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Act to their annuity policies would “invalidate, impair, and super. 
sede” the insurance laws of the District and of the states. Under the 
supremacy clause of the Constitution,® federal law has supremacy, 
In the regulation of insurance, state law has been granted supremacy 
by the McCarran Act. Consequently, regulations designed by a fed- 
eral agency to accomplish purposes similar to those established by a 
state agency cannot be valid even though compatible.*® The de- 
fendants argue: “Ordinarily, comprehensive regulatory legislation is 
designed not only to impose obligations and restrictions on those 
regulated, but also to extend to them those rights and privileges.” 

Finally, the plaintiffs, contending that the McCarran Act does not 
prohibit dual control of the defendants, state: ‘We find no inconsist- 
ency between allowing the Superintendent of Insurance to exercise 
a jurisdiction over all the insurance phases of the contract and re- 
quiring the security to be registered under the Securities Act.”” 
According to the plaintiffs, such dual regulation would not “‘invali- 
date, impair, or supersede” the state insurance laws and therefore 
cannot violate the McCarran Act. The purchasers of the variable 
annuity must be extended the protection of the securities laws if the 
intentions of Congress are to be honored. 

In reply, the defendants argue that the provisions of the Securities 
Act to some extent not only duplicate the District insurance regula- 
tory statutes but also clash with them.” The plaintiffs quote the law 
that the SEC can grant exemptions when it is “necessary or appro- 
priate in the public interest and consistent with the protection of in- 
vestors . . .”"* and add: “Presumably, the commisison could give con- 
sideration to the fact of regulation by the Superintendent of Insur- 
ance and the nature of such regulation in deciding whether any of the 
provisions of the Act need not be applied to defendants.”"* To this 

68. U.S. Constitution, Art. VI. Defendants quote Mr. Justice Holmes in Charleston 
and West Carolina Railway Company v. Varnville Furniture Company, 237 US. 597 
(1915): “When Congress has taken the particular subject-matter in hand, coincidence 


is as ineffective as opposition, and a state law is not to be declared a help because it 
attempts to go further than Congress has seen fit to go.” 


69. In the reverse context, the court held that since there was federal regulation, there 
could not be similar state regulation of the same subject [Cloverleaf Butter Company v. 
Patterson, 315 US. 148 (1942), p. 169]. 


70. Defendants’ Reply Brief, p. 21. 
71. Plaintiffs’ Brief, p. 84. 


72. See n. 62. Defendants also cite Garner v. Teamsters, Chauffers, and Helpers Local 
Union, 346 U.S. 485, 491 (1953), in which the court stated: “A multiplicity of tribunals 
and a diversity of procedures are quite as apt to produce incompatible or conflicting ad- 
judications as are different rules of substantive law.” 


73. Section 6(c). 74. Plaintiffs’ Brief, p. 86. 
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hint that SEC might exempt them, the defendants reply: “Like the 
men of ancient Leucas, SEC/NASD would cast the human sacrifice 
from the cliff, with birds attached whose wings might break the fall. 
No prisoner was ever lawfully convicted on an argument that the 
executioner might relent.””° The defendants argue that no public 
purpose would be served by dual controls. They quote the Virginia 
Law Review in which the conclusion was reached that, if “state in- 
surance commissions are given exclusive control of variable annui- 
ties, it seems probable that the investing public will receive adequate 
protection .. . that which could be provided by the SEC . . . and this 
will be possible without any conflict with the philosophy expressed in 
the McCarran-Ferguson Act.”** The defendants insist that the plain- 
tiffs fail to counter this argument. 


THE OPINION 


The court concluded that variable annuities resemble both insur- 
ance and securities: 

The contract in issue is like a horse on the range that has not been branded 
or corralled. . . . It has some of the markings of the insurance herd and also 
some of the markings of the investment herd. . . . It has sought shelter in the 
insurance corral. But the security dealers say it should be in the investment 
corral. .. . The contending parties appeal to this court to brand the creature for 
proper classification.7* 


Were it not for the McCarran Act, the court would have been will- 
ing to brand the creature investment. It stated: 
... the questions raised by SEC would be answered by applying the rules of 
statutory construction to the securities act of 1933 and the Investment Company 
Ac of 1940, and, in the opinion of this court, such construction would bring the 
defendants within the purview and purpose of the statute.78 


But, in view of the McCarran Act, the court felt “that Congress has 
kept the only branding iron,” so “Congress should do the brand- 
ing.”®° The plaintiffs, therefore, should advance their arguments to 
Congress, for it “is the proper agency to determine what classifica- 
tions would best enable the creature to serve the national economy.” 

Thus the court held for the defendants and dismissed the com- 
plaint: 


75. Defendants’ Reply Brief, p. 13. 

76. Note, 43 Virginia Law Review 699 (1957). 

77. 155 F. Supp. 521, 527, 529 (1957). 

8. Ibid., at 526. 80. Ibid., at 527. 
79. Ibid., at 528. 81. Ibid., at 528. 


~ 
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In spite of the fact that the variable annuity applies the annuity principle 
directly to a new area of investment, common stocks, and pays to the annuitant, 
not fixed dollar amounts, but amounts determined by investment experience, stil] 
the contract is denominated an annuity policy, and the companies selling variable 
annuities are chartered as life insurance companies. In view of the language and 
history of the McCarran Act, such contracts and companies are subject only to 
the regulation of the insurance departments of the District of Columbia and the 
states where such companies are licensed to do business. It is the judgment of 


this court that Congress only can make such contracts and companies amenable 
to the regulations of SEC.®? 


AN APPRAISAL 


The court stated that the extensive testimony offered at trial as to 
the nature and practices of the insurance business and of the invest- 
ment business “was generally instructive and interesting” but “need 
not be reviewed in this opinion” because these concepts “are gen- 
erally understood. . . .”** Apparently these concepts were so well un- 
derstood by the court that it could not make up its mind whether the 
variable annuity is a security or an annuity. So it decided to call it 
both: “The variable annuity contracts contain provisions which must 
be classified as insurance, and also provisions which bring them with- 
in the statutory definition of securities.”** 

One could not argue with this position if it were consistently 
applied to all insurance contracts. But this is not the case. Whole life 
insurance policies, endowment insurance contracts, and conventional 
fixed dollar annuities in effect combine savings (or investment) with 
insurance, yet these contracts are called insurance exclusively. Life 
insurance agents frequently base their sale of these contracts on their 
“investment advantages.” In the Haberman case* the court said “to 
the extent that insurance or annuities are risk-sharing, they are cer- 
tainly not investments. It is true that investment or other objectives 
can be combined in such plans, but they are not of their essence.” 

What is it, then, that influenced the court to conclude that “by 
applying the rules of statutory construction to the Securities Act of 
1933 and the Investment Company Act of 1940. . . the defendants 
| would be brought] within the purview and purpose of that statute”? 
Is it the fact that the purchaser of the variable annuity can cash out 
“his interest” in the contract at any time before the policy matures? 
If so, then the court has failed to consider that such options are avail- 
able in all life insurance contracts where cash values exist. And 
policyholders are in the habit of exercising this option. In 1956, life 

82. Ibid., at 528. 84. Ibid., at 523. 
83. Ibid., at 525. 85. See n. 43. 
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insurance companies paid out in surrender values almost 40 per cent 
of what they paid out in death benefits.** 

Under almost all individual deferred annuity policies in force, the 
annuitants are allowed to withdraw the values under the contract at 
any time before annuity payments commence. And these contracts 
provide for payment of their cash values, should death come before 
retirement. As a result of these refund features, the insurance feature 
is eliminated entirely from the conventional retirement annuity con- 
tract until the annuity payments commence. Thus, a man aged thirty- 
five who buys an annual premium retirement annuity contract gets 
no insurance benefits by surviving to age sixty-five. He gets only his 
contributions, plus investment income which, together, are liquidated 
on the annuity principle at age sixty-five. 

Non-contributory group annuities, however, often are written on a 
“no refund” or “pure” basis. Under the pure deferred annuity, the 
premiums of those who die during the accumulation period are used 
to provide retirement benefits for those who survive the period. There 
are no death benefits and no cash values. If individual rights in the 
group annuity are vested, i.e., if an employee does not have to forfeit 
his benefit upon his leaving employment, his “non-forfeiture” value 
upon separation is a fully paid deferred annuity at reduced benefits. 
He will have to live to age sixty-five to collect any benefits. If he dies 
earlier, contributions made in his behalf add to the benefits of those 
who live. 

Classification of pure deferred annuity contracts as insurance ex- 
clusively, therefore, cannot be challenged. Of course, the annual 
premium collected from the annuitants would have to be invested by 
the company, but these investments obviously would be a by-product 
of the annuity business. No one would seriously expect the insurance 
company to hold these funds idle. 

If these funds were invested in equities but the dollar amount of 
the payments to the surviving annuitants were guaranteed, then the 
contracts probably would be considered by the court to be annuities 
exclusively and in no way securities. However, if the dollar amounts 
of the payments were not guaranteed but, instead, the annuitant 
were guaranteed his actuarial benefit of survival with the dollar 
amount of this benefit to be determined by the net investment experi- 
ence of the company, what then would the court have held? To be 
consistent with its opinion in the VALIC case, it would have to hold 
such a contract to be both security and insurance, in spite of the fact 


86. Life Insurance Fact Book (New York: Institute of Life Insurance, 1957), p. 34. 
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that all benefits are to be actuarially determined and there would be 
no cashing-out before or after annuity payments commence. 

Therefore, it appears that the court considers the guaranty of a 
payment of a fixed number of dollars each period as an essential 
characteristic of an insurance annuity and that any contract which 
does not give this guaranty is part security, regardless of the actu- 
arial nature of the contract. Such an attitude, if held over two anda 
half centuries ago, would have hampered the efforts of the Amicable 
Society for a Perpetual Assurance Office*’ to develop a whole life 
policy in contrast to the short-term contracts which were being writ- 
ten at that time. During the first century of the operation of the 
Amicable Society, the death benefit payable under the whole life con- 
tract was the amount in the fund at the end of a year divided among 
the beneficiaries of members deceased during the year. The amount 
payable, therefore, fluctuated with variations in mortality experience 
and interest earnings. Guaranty of a fixed amount of money was not 
considered essential to the operation of the insurance principle but 
came later as a graft onto the first root, which was shared losses. 

The important aspect of insurance are twofold: the reduction of 
uncertainty and the sharing of losses. The uncertainty facing the 
purchaser of an annuity is the length of his life. Although the insur- 
ance company does not know how long any given individual will live, 
it does know how to apply the law of large numbers to the experience 
of previous annuitants to approximate the total result for a given 
group of persons. Therefore, when the savings or investments of a 
large number of individuals are combined into a group or joint ac- 
count, each member can be paid an annual or monthly amount ac- 
tuarially calculated to assure that no one will outlive his capital, yet 
the capital will be paid out and not hoarded. Thus uncertainty is re- 
duced, and losses (the costs of “living too long”) are shared. 

The savings of the participants in the annuity arrangement can be 
held in cash or invested without in any way modifying the essential 
nature of the contract: the sharing of the mortality risk. To hold the 
funds in cash, of course, would be foolish, since investment can in- 
crease the survivors’ returns. How the funds should be invested is a 
function of the type of investment risk the annuitants wish to take, 
since the investment risk itself is not insurable. 

If the annuitants wish a guaranteed fixed-dollar income at the risk 
of decreased purchasing power brought on by inflation, then the 
funds should be invested in conservative debt securities (bonds). But 


87. Chartered in 1706 by Queen Anne. 
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if the annuitant does not want to rely on the stability of the dollar 
and is willing to have his money income fluctuate, in the hope that, as 
a result, his real income will fluctuate less, the funds can be invested 
in equity securities (stocks). Therefore, in insuring the mortality 
risk through an annuity, the purchaser of the contract should be 
allowed to decide whether he wishes to assume the risk of declining 
money values and purchase the fixed-dollar annuity or whether he 
prefers to assume the risk of declining equity values and purchase 
the variable annuity. A combination of both types of contracts may 
be the best solution to the problem of achieving security in old age.** 
But both types of contract—the fixed dollar annuity and the variable 
—should be viewed in the same light. It is inconsistent to view one as 
“wholly insurance” and the other as “part insurance and part invest- 
ment.” 

On this logic it seems clear that the court should have upheld the 
defendants in their argument that the contracts in question are 
annuities, and as such are exempt from the Securities Act of 1933 and 
the Investment Company Act of 1940. Such an opinion would appear 
more in line with the facts than the opinion which the court itself 
called a “split-decision.”® 


88. See William Greenough, A New Approach to Retirement (New York: Teachers 
Insurance and Annuities Association, 1952). 


89. On May 22, 1958, the United States Court of Appeals for the District of Columbia 
Circuit handed down its decision affirming the judgment of the District Court. It is the 
conviction of this writer that the higher court’s perception of the facts in the case far sur- 
passed that of the lower court as indicated by the unequivocal nature of its opinion. The 
Court of Appeals focused its attention on the annuity features of the contract and not 
on its investment features, placing in proper perspective the risk to be insured. For ex- 
ample, the court said that “the most important risk that the purchaser desires to shift 
when he buys an annuity is the risk that he will live longer than his funds will last. . . . 
VALIC . . . provides the machinery whereby the risk is shifted from the individual to the 
group of policyholders.” This court, recognizing that the investment risk is not insured 
under any type of annuity contract, mused: “Holders of traditional annuity policies in 
Germany lost all their protection in the inflation of the twenties, and in France nearly 
all their protection in the post-war inflation. . .. Experience in England has been similar.” 
As to the situation in this country the court stated: “Persons who have paid for life in- 
surance or annuities have wished that they had bought, instead, tangible things or equi- 
ties which would have, or might have, kept pace with the inflation of prices.” The court 
pointed out the “need for experimentation” in arrangements “which would obviate the 
lack of reality of the traditional life insurance and annuity policy in relation to the value 
of the dollar” and emphasized that the variable annuity and the conventional annuity 
contained many similar elements, departing only in the attempt of the variable annuity 
“to solve a problem badly in need of solution.” Finally, the court, taking heed that in- 
surance commissioners of three states in addition to the District of Columbia have issued 
licenses to VALIC to transact business within their respective states, concluded: “Unless 
we confine insurance, by definition, to what has actually been done in the past under the 
name of insurance, and invent a new and distinctive name for this new business which 
so greatly resembles insurance, we should not contradict the insurance commissioners. 
The new business will need the expert and watchful supervision of these experts in in- 
surance.” The case is being brought to the Supreme Court. 











THE IMPACT OF FEDERAL MORTGAGE INSURANCE 
PROGRAMS ON ANN ARBOR’S HOME 
MORTGAGE MARKET, 1956 


James C. T. Mao 
University of Michigan 


IN A RECENT ISSUE of this Journal,’ James Gillies and Clayton Curtis 
examined the possibility that the impact of federal housing finance 
programs in various areas might differ with the structure of local 
mortgage markets. Their conclusions, reached on the basis of data 
for major metropolitan areas, were essentially as follows: 

1. Lending institutions usually operate in a set pattern with respect to FHA 
and VA lending. That is, life insurance companies and commercial banks are 
stronger supporters of federal housing finance programs than savings and loan 
associations. 

2. Therefore, the impact of FHA and VA programs on specific markets is 
predictable. That is, in those markets where savings and loan associations are 
the predominant lenders the proportion of insured lending will be lower than in 
areas where life insurance companies and/or commercial banks predominate. 


The object of this note is to test the applicability of these conclusions 
to the city of Ann Arbor, Michigan, a non-metropolitan mortgage 
market. 
I. THE STRUCTURE OF THE ANN ARBOR MORTGAGE MARKET 
For the purpose of this note, “market structure” is defined in 


terms of the percentage distribution of home mortgage recordings 


among the various types of lenders.? Thus two markets would be 
“structurally” identical if each type of lender records the same pro- 
portions of mortgages in both markets. Under this definition, it is 
clear from Table 1 that in 1956 the structure of the Ann Arbor mort- 
gage market differed in a number of ways from that of the national 
market as a whole. 

With the exception of mutual savings banks, all types of institu- 
tional lenders operating in the national mortgage market were repre- 


1. James Gillies and Clayton Curtis, “The Structure of Local Mortgage Markets and 
Government Housing Programs,” Journal of Finance, X (September, 1955), 363-75. 

2. Gillies and Curtis defined market structure in terms of the proportion of outstand- 
ing mortgages held by each type of lender (ibid., p. 364). Since in the Ann Arbor mort- 
gage market the volume of assignments has been small relative to total recordings, the 
two definitions of market structure are roughly interchangeable for operational purposes. 
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sented in the 1956 Ann Arbor market. About 38 per cent of the value 
of Ann Arbor’s home mortgages was furnished by three savings and 
loan associations—the most important single source of funds. On a 
national basis, savings associations accounted for 35 per cent of 
home mortgage recordings. Next in importance to these mutual or- 
ganizations were four commercial banks, which as a group recorded 
close to 24 per cent of Ann Arbor’s home mortgages. The correspond- 
ing figure for commercial banks in the national market was 20 per 
cent. Life insurance companies, which recorded about 7 per cent of 
home mortgages on a national basis, were twice as important in the 
Ann Arbor market. As a group, they underwrote approximately $2.6 


TABLE 1* 


“STRUCTURE” OF HOME MORTGAGE MARKET 
ANN ARBOR AND USS., 1956 








Ann ARBOR US. 

Mortgage Mortgage 

Recordings Recordings 
(000 Per Cent (000,000 Per Cent 
Tyre oF LENDER Omitted) of Total Omitted) of Total 
Savings associations......... $ 6,847 37.7 $ 9,532 35.2 
Commercial banks.......... 4,349 23.9 5,458 20.1 
Mutual savings banks. ...... 0 0 1,824 6.7 
Insurance companies........ 2,575 14.2 1,799 6.6 
OS eae 589 3.2 3,558 13.2 
Ree on weiatin dats oak 3,822 21.0 4,917 18.2 
eer Cree $18,181 100.0 $27 ,088 100.0 


* Sources: Register of Deeds Records (Ann Arbor, Michigan); Federal Home Loan Bank Board, Savings and 
Home Financing Source Book (1957), p. 36. 
million of home mortgages, or 14 per cent of the Ann Arbor 1956 
total. 

Because of the relative abundance of long-term funds from local 
and national institutions, individuals have been insignificant as a 
source of mortgage money in Ann Arbor. In 1956, only 3 per cent of 
the value of home loans on properties within the city were supplied 
by individuals. The individuals’ corresponding share in the national 
market was 13 per cent. “Other” lenders, who accounted for the re- 
maining 21 per cent of 1956 home mortgage recordings in Ann Arbor, 
included one trust company, one educational institution, and several 
mortgage and realty companies. 


II. Impact oF FEDERAL HousING FINANCE 
PROGRAMS IN ANN ARBOR 


So far, we have described the structural disparities between the 
Ann Arbor and the national mortgage markets. The question is, with 
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what degree of accuracy can these disparities be utilized to forecast 
differences in the use of government mortgage insurance programs in 
the two markets? We know that life insurance companies and com- 
‘mercial banks are strong national supporters of FHA and VA pro- 
grams; we have seen the greater combined importance of these 
groups in the Ann Arbor market. Can one predict, on the basis of 
these points, that the proportion of insured lending would be higher 
in Ann Arbor, and that of conventional lending accordingly lower, 
than the national average? 
Table 2 shows that in 1956 the ratio of conventional lending to 
total lending in Ann Arbor was actually 73 per cent, 4 percentage 
points higher than the corresponding national average of 69 per cent. 


TABLE 2* 


HOME MORTGAGE RECORDINGS BY TYPE OF LENDER AND 
TYPE OF MORTGAGE, ANN ARBOR AND U.S., 1956 


(Percentage Distribution) 


Ann Arpor US. 
Conven- Conven- 

Tyre oF LENDER tional FHA VA tional FHA VA 
Savings and loan associations 82.8 11.2 6 84.3 3.$ 12.2 
Commercial banks......... 76.8 19.2 4 66.3 17.0 16.7 
Mutual savings banks......  —..... ae Picnis 53.3 11.7 35.0 
Insurance companies. ...... 28.9 44.8 26.3 68.6 16.4 15.0 
Re 100 0 0 100 0 0 

So srethotg newer ectnes a: 76.1 12.1 11.8 25.4 17.2 57.4 
Oe 72.9 17.7 9.4 68.9 9.6 21.5 


* Sources: Same as Table 1; also U.S. Savings and Loan League, Savings and Loan Fact Book (1957), p. 33. 


What we have here is apparently a local exception to the general 
tendency described by the Gillies and Curtis’ hypothesis. How can 
we account for this exception? A closer examination of Table 2 
reveals two important circumstances. First, commercial bank activi- 
‘ties with respect to conventional lending in Ann Arbor were quite a 
bit above the national average. While 66 per cent of the total volume 
of home mortgages recorded by all commercial banks in the United 
States were of the conventional type, the corresponding figure for 
Ann Arbor was 77 per cent. Second, “other lenders”—not an unim- 
portant market force—were significantly heavier conventional lend- 
ers in Ann Arbor as compared with the national pattern. Thus, while 
only 25 per cent of the total volume recorded by “other lenders” in 
the United States was of the conventional type, the comparable figure 
for Ann Arbor was 76 per cent.* These two factors combined were 


3. According to detailed statistics, the predominance of a local educational institution 
(which restricts itself to conventional lending only) over trust, mortgage, and realty com- 
panies was largely responsible for the unusually heavy conventional lending on the part 
of Ann Arbor’s “other lenders.” 
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apparently more than enough to offset the unusually low conventional 
lending by life insurance companies in Ann Arbor and to raise the 
city’s ratio of conventional lending to total lending above the national 
average. 

The fact that conventional lending in Ann Arbor was proportion- 
ately higher than the national average should not lead one to con- 
clude that Ann Arborites were not getting their share of FHA financ- 
ing. As can be seen from Table 2, 18 per cent of Ann Arbor’s 1956 
home mortgage recordings were FHA-insured, whereas the corre- 
sponding figure for the nation as a whole was only 10 per cent. How- 
ever, VA financing was considerably more scarce in Ann Arbor. Only 
9 per cent of the city’s home mortgage recordings in 1956 were VA- 
guaranteed, whereas the corresponding national figure was as high as 
22 per cent. What has caused this peculiar difference in the relative 
impacts of FHA and VA programs? 

Perhaps the most important single explanation of the relatively 
small volume of VA financing in Ann Arbor can be traced to the VA’s 
own appraisal policy. Under the law on VA financing, a home loan is 
insurable only if the purchase price paid by the veteran for the prop- 
erty does not exceed the “reasonable value” of the property as deter- 
mined by VA appraisers. However, VA appraisers operating in the 
Ann Arbor area have been overconservative in their determination of 
“reasonable value’”—overconservative, that is, in relation to Ann 
Arbor’s high construction costs and in relation to what the home 
buyers are willing and capable of paying. On the other hand, the 
FHA and conventional lenders have been more realistic about local 
conditions and are not concerned with setting legal upper limits on 
purchase prices. As a result of all this, sellers frequently find it more 
profitable to deal with home buyers who do not need VA financing. 
This disinclination toward VA financing on the part of sellers is re- 
sponsible to a considerable degree for the different impacts of FHA 
and VA programs on the local market.* 

Finally, it should be added that the willingness of Ann Arbor home 
buyers to pay prices higher than are considered “reasonable” by VA 
appraisers and their ability to meet the higher down payments under 
FHA and conventional financing partly reflect their above-average 
income and wealth positions.® 


4. This paragraph is based on personal interviews with builders, real estate brokers, 
and mortgage lending officers operating in the Ann Arbor area. 


5. In 1956, Ann Arbor “households” (defined here as an occupied dwelling unit) had 
an average disposable income of $10,856, almost twice as high as the corresponding na- 
tional average of $5,720 (see Standard Rate and Data Service, Inc., Spot Television Rates 
and Data, XX XIX [May, 1957], 27, 260). 
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III. SUMMARY AND CONCLUSIONS 


In a recent article, Gillies and Curtis advanced the hypothesis that 
the extent of government-insured mortgage lending in various areas 
could be predicted on the basis of the structure of local mortgage 
markets. Their argument was based on the primary assumption that 
lenders operating in local markets exhibit a clearly delineated set of 
actions or attitudes with respect to FHA or VA lending. This paper 
has shown that in 1956, at least, the market structure did not provide 
us with an accurate basis for predicting the impact of FHA and VA 
programs on the Ann Arbor market. This is due to the fact that 
major types of lenders there deviated significantly from their respec- 
tive national patterns regarding the extent of conventional versus in- 
sured lending. 

The foregoing analysis also suggests that factors other than mar- 

‘ket structure could be significant in determining the impact of fed- 
eral housing finance programs on specific markets. Other factors 
which may have been operative in the 1956 Ann Arbor market in- 
clude the lending policies of local institutions; the income and wealth 
positions of home buyers; the level of local construction costs; and 
the appraisal policy of the VA. It seems clear, therefore, that what 
the predictability hypothesis of Gillies and Curtis describes is a gen- 
eral tendency—a tendency which is subject to local exceptions such 
as those which occurred in the Ann Arbor market. 
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A NOTE ON THE PIGOU EFFECT AND THE 
UPWARD TURNING POINT 


RICHARD H. TIMBERLAKE, JR.* 
Florida State University 


SOMETIME AGO A critical issue of contemporary monetary theory and 
policy was discussed by Alvin Hansen in the Journal of Political 
Economy.* In his article Hansen raised the question of whether the 
Pigou effect itself could do more than stop a deflation involving a 
decline in output, employment, income, and the price level. In 
answering this question in the negative, Hansen concluded: 


As soon as the increased real value of assets raises the consumption function 
sufficiently to start employment and output up again, prices and wages will 
cease falling, and the real value of assets will cease rising. . . . Thus the deflation 
of prices (which a Ja Pigou is supposed to continue to cause an ever increasing 
real value of liquid assets until full employment is reached) stops at the lower 
turning point. The force that is supposed to drive the economy into full employ- 
ment already peters out once the lower turning point is reached.” 


Hansen derived his criticism from the well-known article on the 
Pigou effect by Don Patinkin, “Price Flexibility and Full Employ- 
ment.”* Assuming a fixed stock of money, no adverse liquidity effects, 
and a flexible price level, Patinkin’s argument runs, a falling price 
level will augment the real value of the stock of money and lead to a 
shifting of the consumption function to the left (less will be saved 
out of given alternative incomes). In effect, Hansen questions 
whether this shift will be large enough to re-establish a full-employ- 
ment level of spending and, therefore, income. 

In concentrating his attention on the behavior of the consumption 
function, Hansen seems to have overlooked another facet of Patin- 

* The author wishes to acknowledge the helpful comments of Dr. Charles E. Walker 
and the editors of the Journal of Finance in the preparation of this note. 


1. A. H. Hansen, “The Pigouvian Effect,” Journal of Political Economy, LIX (Decem- 
ber, 1951), 535-36. 


2. Ibid., p. 535. 


3. Don Patinkin, “Price Flexibility and Full Employment,” American Economic Re- 
view, XXXVIII (1948), 543-64; reprinted with addendum in Readings in Monetary 
Theory, ed. F. Lutz and L. Mints (Philadelphia: Blakiston Co., 1951). Page references 
will be to this latter source. 
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kin’s (Pigou’s) argument, namely, the real balance effect on savings. 
Patinkin states it thus: 


The extent to which an individual wishes to save out of current income for 
reasons other than the desire for future income is inversely related to the real 
value of his cash balances. If this is sufficiently large, all his secondary desires 
for saving will be fully satisfied. At this point the only reason he will continue to 
save out of current income is the primary one of anticipated future interest 
payments. In other words, if the real value of cash balances is sufficiently large, 
the savings function becomes zero at a positive rate of interest, regardless of 
the income level. 
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Probably a diagram of the relevant functions at this point would 
clarify the arguments. In order to keep the ideas clear, let us assume 
straight-line functions. We start from a full-employment income, Ya, 
a result of consumption spending and investment spending from the 
functions C; and /;. The savings and investment functions are simply 
“rolled” 180° from their normal position and made integral with the 
consumption function. Thus the vertical axis in Figure 1 is either +C 


4. Patinkin, op. cit., p. 259. 
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or —S above the x-axis and is +S or +/ below the x-axis. All values 
are in “real” terms. 

The consumption function is drawn for a given real stock of 
money, Mo/P: and the savings function is drawn for a given real 
stock of money and a given interest rate, 72. Thus both savings and 
consumption are functions of three variables: income, the rate of 
interest, and the real stock of money. The relationship of savings to 
the rate of interest is presented in Figure 2, in which savings are 
graphed as a function of the rate of interest, given income, and the 
real stock of money. The real stock of money itself is simply a given 
nominal stock of money with respect to some given price level. If the 


price level rises (falls), the real stock of money would then fall 
(rise). 
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Fic. 2 


Let us start by assuming that the economy is operating at a full- 
employment income, Ya, with an exogenous investment function, /1, 
intersecting the savings function, S:, at this income. Now let invest- 
ment fall to J2—the normal Keynesian shift that is supposed to give 
us an equilibrium income of less-than-full employment. 

We should note at this point that we do not “need” the real bal- 
ances effect to get an upward turning point. That is, even the pure 
Keynesian model will stabilize at income level Y». Therefore, Han- 
sen’s argument uses up the real balance effect before it is even 
needed. 

Now let us assume that the price level falls to Pz. With a fixed 
nominal stock of money,° Mo, the real stock of money will increase to 


5. The nominal stock of money is, of course, subject to much variation; and much of 
the variation is positively elastic with respect to income variations, as a result of the ex- 
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Mo/P2, shifting the consumption function up or to the left, simply 
indicating that more will be consumed at various levels of income. 
The rationale of this position is that the increased real stock of 
money is quasi-capital gains income and will thus result in greater 
consumption. Since a lower turning point had already been reached, 
may we not presume that we are now headed back toward full em- 
ployment? At least we shall be at some intermediate position between 
Y> and Vz. 

Finally, we have the effect of cash-balance changes on savings. As 
the real stock of money increases with the falling price level, the 
public’s “secondary” desires for savings will be satisfied by the 
greater stock of money it is holding. Therefore, there will be less sav- 
ings at various possible interest rates, implying that the savings func- 
tion in Figure 2 will shift from S: to S2.° But a shift in the savings 
function must also be shown in Figure 1. Such is shown by a shift in 
the savings function in Figure 1 from Sz to S3. Of course, the con- 
sumption must also shift up to Cs. And income is now in equilibrium 
at Y;, a position which appears on the diagram to be “over” full em- 
ployment but which is not necessarily any specific level of income 
until we know the magnitudes of the variables involved. That is, we 
must know the actual flexibility of prices and the reactions of con- 
sumption and savings to them. 

If we allow ourselves to introduce an accelerator, that is, if we pre- 
sume that investment is some function of consumption, we have 
cause for a shift in the investment function back toward its original 
position. But we are not limited to relying on this accelerator for an 
upward push after the turning point. Both the consumption and the 
savings functions will provide a stimulus; and it is this that Hansen 
failed to take account of. In brief, there are many combinations of 
investment (= savings) and consumption spending which could give 
us a full-employment level of national income. And even though we 
cannot say that full employment is necessarily reached, we have 
forces in reserve which do not “peter out once the lower turning point 
is reached.” 


pansion and contraction of credit by the fractional reserve banking system. I have dis- 
cussed this point in another paper, “Patinkin and the Pigou Effect,” Review of Eco- 
nomics and Statistics, August, 1957. 


6. For an extended discussion of this point see Vera Lutz, “Real and Monetary Factors 
in the Determination of Employment Levels,” Quarterly Journal of Economics, LXVI 
(May, 1952), 263. 


7. Both the accelerator action through the consumption function from increased real 
balances and the shifting of the savings function make Y, on the diagram an equilibrium 
income which is unstable, 
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With respect to monetary policy, the real-value-of-balances theory 
in effect says that we can get any price level and any level of business 
activity we want by manipulating the stock of money. (A priori, it 
would seem that if we could get a real stock of money and corre- 
sponding level of activity by altering the nominal stock of money, we 
should be able to get the same effect by letting the price level fluc- 
tuate around a given stock of money.) 

Practically, we should note, first, that we do not have a fixed stock 
of money and, second, that we do not have a fixed stock of “liquid- 
ity,’ primarily because of the operations of the fractional reserve 
banking system.* Further, our economy is not static but shows year- 
to-year increases in both total productivity per capita and the total 
number of people sharing this greater productivity. Therefore, in 
order that economic stability may be maintained at full employment 
with a reasonably stable price level, some part of the stock of liquid 
assets must be increased at a fairly constant rate.° 

Since an increase in the real value of liquid balances may take 
place either by an increase in M or a decrease in P, or a combination 
of changes in both, we have no good reason for following the austere 
alternative which calls for P to do all the “work.” In fact, the analy- 
sis of the Pigou effect is simply an exercise for getting the relevant 
variables delineated and does not imply recourse to any particular 
policy. It shows only what may be expected under the most simplified 
conditions. 

At present, Federal Reserve System purchases of government 
securities in the open market is the principal means that our economy 
has for augmenting the stock of money. The alchemy, “painlessly” 
exercised by the Federal Reserve banks, of purchasing assets of a 
lower order of liquidity—i.e., government securities—and emitting 
liquid liabilities of a higher order—i.e., Federal Reserve Notes or 
member-bank reserves—is certainly capable of giving the economy 
in the long run, as well as in the short run, the liquidity impulses it 
needs to satisfy the cash-balance demands of the public without re- 
course to falling prices, even if other minor factors in the balance 
sheet behave contrariwise.*° 

S Ca. 5S. 

9. Velocity, of course, can vary independently of the changes in the stock of money. 
However, velocity has been surprisingly constant during full-employment periods. That 
is, the value of velocity for 1956 is very close to that for 1929. In fact, the secular trend 
for velocity from the 1890’s to the present shows only a slight downward tilt, although 
there was an appreciable dip during the 1930’s and 1940’s. 

10. In the unlikely event that all the outstanding public debt was finally “monetized” 


by the purchases of the Federal Reserve banks, additional debt would have to be made 
available by yearly fiscal deficits. 
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One common charge against the effectiveness of monetary policy 
on the banking system is that greater reserves in the hands of the 
banks will result only in “bank hoarding.” We should note, however, 
that, although the behavior of banks is less predictable than that of 
people—since banks have to hold only fractional reserves against 
liquid liabilities—they are not likely to build up an infinite stock of 
liquidity either. They, too, will be faced with an inducement to dis- 
invest cash balances for more attractive, income-earning assets. 

Hansen, in his discussion of policy, surprisingly seems to regard 
the banking system as dynamically “neutral.” He says: “Bank 
created money involves both assets and liabilities which balance each 
other off.”"* And on the next page he implies the same kind of error 
when he says: “A mere monetization of publicly owned securities 
will, however, not increase total liquid asset holdings.’* Although 
Hansen is perfectly correct in holding that a Pigou effect would not 
be involved as the banking system expands and contracts, dramatic 
positive shifts in the coefficients of liquidity of the total asset struc- 
ture of the economy would certainly take place. The same would hold 
for monetization of the public debt. These qualitative shifts in liquid- 
ity may be even more important, under some conditions, than the 
quantitative changes subsumed under the Pigou analysis. 


11. Op. cit., p. 535. My italics. 
12. Op. cit., p. 536. 
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A SIMPLIFIED RECONCILIATION OF ECONOMIC 
AND ACCOUNTING DETERMINANTS 
OF DEPRECIATION COST* 


Cuar.eEs E, GILLILAND, JR. 
Washington University 


THIS STUDY Is concerned with some of the problems which arise in 
connection with depreciation concepts. Depreciation cost concepts 
are concerned with methods of application of the exhausted value, or 
cost, of the fixed assets against the product or gross revenues. At 
present, there are two key areas of disagreement in depreciation 
concepts. The first is concerned with the problem of changes in the 
value of the monetary unit, and the second is concerned with the 
relationship of the asset to the product. 

This work has attempted to investigate concepts of depreciation 
and to propose a practical and acceptable adjustment. The investiga- 
tion considered, first, economic concepts; second, accounting con- 
cepts; and, finally, financial concepts. 

A synthesis of the considered concepts is proposed which is to be 
incorporated into the regularly published reports of an enterprise as 
follows: 

1. The depreciation allowance should be developed on a historical 
cost basis, using an apportionment of the total cost to both time and 
use in a manner as realistic as possible for use on both the profit-and- 
loss statement and the balance sheet. 

2. It is further suggested that an interpretive statement should be 
provided, based on a general price-index adjustment, limited to the 
fixed assets of the enterprise, and related to the profit-and-loss state- 
ment alone. 

This adjustment was investigated by the use of a hypothetical case 
and empirical data from the period 1921-1954. The mechanics of the 
adjustment are not complex, and the related costs are nominal. The 


* A dissertation completed at Washington University in 1956. 
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information gained from the adjustment is of importance to manage- 
ment in policy determination regarding maintenance and expansion 
of productive facilities and in the determination of dividends and 
wages. The resulting information is important to present and pros- 
pective stockholders in appraising the effectiveness of the corporate 
management action. Likewise, the information is beneficial to em- 
ployees in relation to wages and the well-being of the enterprise. 

The hypothetical case demonstrates that the magnitude of the dis- 
parity between the present and proposed methods is very substantial. 

The double-rate declining-balance method of depreciation costing, 
authorized in the Internal Revenue Code of 1954, was applied to 
some of the hypothetical case results. A technique was used, match- 
ing the “real” depreciation rate by selective use of the double-rate 
declining-balance method. It is clear, from the examination made, 
that under certain conditions the technique employed in this study 
can be significantly successful. 
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THE CONCEPT OF GROWTH IN THE EVALUATION 
OF COMMON STOCKS AS ILLUSTRATED BY 
THE CHEMICAL PRODUCTS INDUSTRY* 


RoBERT E. KENNEDY, JR. 
University of Arkansas 


THE PURPOSE OF the dissertation is to explore the subject of “growth 
stocks” from the standpoints of meaning, identifiable traits, and cri- 
teria of pricing. A study of the chemical products industry is pre- 
sented to illustrate these problem areas. 


PLAN OF THE STUDY 


Chapter ii summarizes the survey of the literature made concern- 
ing the topic of growth stocks. Chapter iii traces the evolution of 
common-stock theory of investment and its bearing on growth-stock 
valuation. Chapter iv attempts to define and to identify a growth 
stock. Chapters v and vi present a study of twelve major companies 
situated in the chemical products industry. Quantitative data are de- 
veloped for each company for several test periods, the longest period 
being thirty years (1926-55). 

An investor is assumed to have made a 100-share commitment in 
each security at the beginning of each test period. Also, the investor 
is assumed to have retained all shares arising from stock dividends 
and splits and to have exercised all rights to purchase additional 
common stock. Several tables are developed which summarize the 
long-term investment results obtained from ownership of the chemi- 
cal stocks under study. 


FINDINGS OF THE STUDY 


The survey of the literature revealed that a plethora of popular 
articles and sales material and a dearth of research studies and 
scholarly articles have been published in recent years on the topic of 
growth stocks. 

Common-stock theories of investment, developed largely during 
the past generation, have been inadequately formulated to explain 
the behavior and characteristics of the so-called growth securities. 

A growth stock in the present study is defined as the common 


* A dissertation completed at the University of Texas in 1957. 
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equity of a major corporation whose per share earnings and dividends 
grow substantially faster than 3 per cent compounded annually over 
the long term. A growth stock may be identified by the presence of 
several characteristics, such as (1) expanding industry; (2) empha- 
sis on research; (3) dynamic management; (4) competitive superior- 
ity; (5) expanding earning power; (6) low payout ratio; and (7) 
share multiplication. 

The composite results obtained from long-term investment in the 
selected chemical stocks revealed (1) an annual average yield on in- 
vestment cost of 14 per cent; (2) an annual average market appre- 
ciation of 36 per cent; (3) a compounded rate of dividend growth of 
6 per cent; (4) an average dividend payout ratio of 60 per cent; and 
(5) an average net-to-equity ratio of 16 per cent. In relation to the 
criteria of pricing developed in the study, the chemical stock group 
was considered to be fully valued in terms of recent market prices for 
the securities. 


CONCLUSIONS AND IMPLICATIONS 


The subject of growth stocks deserves more detailed attention from 
financial analysts than it has received thus far. Extensive data and 
research-based concepts need to be developed concerning problems 
of definition, identification, and valuation of growth securities. Such 
information would serve two purposes. First, it may provide a prac- 
tical basis for intelligent decision-making as to the merits, risks, and 
timing in the ownership of growth stocks by investors. Second, it may 
provide an empirical basis for the formulation of theory which ex- 
plains the behavior and characteristics of this unique equity group. 

The study of the chemical products industry is inconclusive from 
the standpoint of forming generalizations on the subject of growth 
stocks. Significant correlations of sufficient frequency were not dis- 
cerned. Indeed, a broader investigation of this industry and other 
growth industries would be required for the purpose of reaching valid 
generalizations. 
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TAXATION AND ACCELERATED INDUSTRIALIZATION* 


James C. T. Mao 
University of Michigan 


UNDERDEVELOPED ECONOMIES ARE typically caught in the so-called 
“vicious circle of poverty,” a circle running from low income to small 
savings to small capital accumulations to a continuation of low in- 
come. Taxation can be used to break the circle by forcing a higher 
rate of savings from the meager income of these countries. 

During 1928-36, a period of nine fiscal years, the Nationalist 
government of China committed itself to a program of accelerated 
industrialization of the economy. To help finance this program, 
numerous reforms were made in the Chinese tax system in the direc- 
tion of increasing its revenue productivity. Yet, even as late as 1936, 
the combined tax collections of all levels of the Chinese government 
amounted to no more than 4 per cent of China’s gross national 
product. This fact is surprising, since the corresponding percentages 
for other underdeveloped economies (e.g., India, Guatemala, and 
Chile) have been found to be considerably higher. Why, then, was 
the Chinese tax system during the Nanking period’ unable to absorb 
a larger percentage of China’s gross national product? 

One possible answer to this query could be that the expenditures 
of the Chinese governments were not contributing much to the imme- 
diate consumption needs of the people. If that was the case, the pro- 
portionate taxable capacity would be low in a poor country like 
China. In this connection it is pertinent to note that the Chinese na- 
tional government, which was financially far more important than 
the provincial and Asien (county) governments combined, devoted 
roughly 44 per cent of its total expenditures during the Nanking 
period to military purposes. 

But, while the heavy military outlays of the Nanking government 
did lower China’s proportionate taxable capacity, the tax system 
itself was the primary cause of its low revenue productivity. In 
China, as in the United States, taxes were levied by three levels of 
government: the national, provincial, and hksien governments. The 


* A dissertation completed at Northwestern University in 1956. 


1. For convenience, the period 1928-36 may be referred to simply as the “Nanking 
period,” since during those nine years Nanking, not Peiping, was the capital of China. 
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national tax system, which was about two and a half times as impor- 
tant as the provincial and hsien tax systems combined, was very 
primitive in its structure. Over 90 per cent of its revenue came from 
taxes on commodities. In the order of their importance, the major 
taxes were customs duties, the salt tax, and excises on the production 
of five basic commodities. The system did not impose a tax on per- 
sonal income until 1936, in which year income tax receipts accounted 
for roughly 1 per cent of national tax revenue. At the provincial and 
hsien levels, the financial pillar was the land tax, a proportional tax 
on agricultural income. In 1936 land tax receipts totaled $188 mil- 
lion. That this was a meager sum becomes apparent when one realizes 
that in 1936 as much as 70 per cent of China’s gross national product 
of $25.9 billion originated in agriculture and that the land tax was 
the only tax directly reaching agricultural income. Even assuming 
that the land tax rested entirely on the agricultural sector, the rela- 
tive burden as measured by the average tax rate would have been 
only approximately 1 per cent of the gross agricultural product. The 
study concludes, therefore, that the inability of the Nanking tax sys- 
tem to absorb a greater share of China’s gross national product can 
be attributed largely to the lightness with which agricultural income 
was taxed. 

Finally, in view of the preponderance of commodity taxes and the 
virtual absence of any tax on income, the Nanking tax system must 
be adjudged to be highly regressive in the distribution of its burden. 
The Nanking tax system, therefore, not only failed as an instrument 
of rapid capiial formation; it was also highly inequitable. 
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A STUDY OF PUBLIC HOUSING IN 
THE UNITED STATES* 


SAMUEL E. TROTTER 
Mississippi State College 


PUBLIC HOUSING Is one of several governmental approaches to the 
housing problem. Others include direct loans to homeowners and 
loan-guaranty programs. The urban housing problem—the area in 
which public housing operates—has grown over a period of many 
years and has been magnified by the significant shift of population 
toward the cities. 

Public housing is a co-operative action by governments at the fed- 
eral, state, and local levels. It seeks to provide housing of acceptable 
quality to families who cannot otherwise obtain it. Normally, the 
principal beneficiaries of public housing projects are low-income 
families who are unable to afford decent housing. War emergency 
situations, however, have resulted in other programs being developed 
to make housing available for workers in war industries or for fami- 
lies of military personnel in crowded training areas. This was the 
case during both world wars. 

The first ventures into public housing in this country occurred 
during World War I, when two programs were authorized to provide 
living quarters for war workers’ and military families. These were 
modest-sized programs and are historically important chiefly because 
of their precedent-making roles. The same might be said of emer- 
gency programs attempted in the early 1930’s. Included in the latter 
were the housing provisions of the National Industrial Recovery Act, 
which established the present Public Housing Administration’s early 
forerunner—the Housing Division of the Public Works Administra- 
tion. 

The “mother act” of the present public housing program was the 
United States Housing Act of 1937. This act established, for the first 
time, a program which had as its primary objective the building of 
decent, safe, and sanitary dwellings for low-income families. Even 
so, being passed during a period of economic depression, much of its 
support was probably due to the income and employment implica- 


| tions which its proposed program contained. 


* A dissertation completed at the University of Alabama in 1956. 
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World War II altered the public housing program considerably. 
Prior to United States entry into the war, an emergency program was 
established by the Lanham Act in October, 1940. The low-rent pro- 
gram of the 1937 act was subordinated to the needs for defense hous- 
ing. About 675,000 dwelling units were erected under the Lanham 
Act by the end of 1944. 

After World War II, the Lanham Act was amended to provide for 
reuse of emergency defense housing by returning servicemen and 
their families. Many units of Lanham housing were made available 
to educational institutions, to assist them in taking care of greatly 
increased enrolments, which were largely attributable to enrolling 
veterans. 

Postwar conditions seemed to require more low-rent housing than 
converted Lanham housing and prewar units of the low-rent program 
could provide. Lanham properties were of temporary structure; thus 
many were of no value. Conditions were right, it seemed, for a re- 
vived low-rent housing program. Thus the Housing Act of 1949 was 
enacted, amending the 1937 act and setting up an ambitious program 
calling for erection of 810,000 public housing units. 

The 1949 program was scarcely under way, however, when the 


Korean War erupted. Once more an emergency program was needed, | 
and disposal of Lanham properties was temporarily halted. The 
peacetime program so recently enacted was reduced drastically. | 


Legislation specifically providing for new defense housing and com- 
munity facilities and services was passed in 1951. 

Since the Korean outbreak, the public housing program of the 
housing acts of 1937 and 1949 has been of small proportions. In the 
face of international tensions and domestic economic prosperity, Con- 
gress has seemed unwilling to approve large additional authoriza- 
tions. 

An evaluation of public housing seems to show that, while its con- 
tribution in numbers of dwellings has been relatively small, it has 
aided in making the nation aware of the housing problem. Perhaps it 
has spurred private enterprise to greater efforts in supplying low-cost 
housing. A moderate program of public housing seems assured in the 
immediate future. 








phi 
ity 
der 


the 


the 
ass 
tot 
fu 
bet 
un 
on: 
de 
fu 
liq 
fo 


com- 


f the 
n the 
Con- 
riza- 


con- 
t has 
ips it 
cost 
n the 











AN EVALUATION OF THE LIQUIDITY OF THE 
ASSETS OF THE COMMERCIAL BANKS IN 
THE UNITED STATES, 1939-53* 


NASROLLAH VAQAR 
Illinois Wesleyan University 


AN ATTEMPT WAS MADE in this study to show how the metamor- 
phoses in banking assets during recent years have affected the liquid- 
ity status and strength of commercial banks. Part I of this study was 
devoted to the clarification of concepts such as the liquidity of an 
asset, the solvency cushion, the cushion of safety for depositors, and 
the shiftability theory of banking assets. 

In dealing with the function of capital accounts, it was observed 
that the only real protection for depositors is the quality of bank 
assets rather than a fixed relationship between owners’ equity and 
total liabilities or assets. In determining the adequacy of capital 
funds as a cushion of safety for depositors, a distinction was made 
between the case of a bank as a going concern and the case of a bank 
under liquidation. In the former case two problems were considered: 
one was the problem of liquidity, and the other was the problem of 
determining the cushion of solvency and the adequacy of capital 
funds. In the latter case it was noticed that there was no problem of’ 
liquidity but only the problem of determining the cushion of safety 
for depositors. 

The cushion protecting the solvency of a bank as a going concern 
was defined as the sum of undivided profits and reserve for contingen- 
cies; that is, for a bank to be able to continue in business, the total 
value of its assets must be at least equal to the sum of all its outstand- 
ing liabilities plus its capital stock and surplus. This definition is 
based on the interpretation of the various banking acts. 

In determining the cushion of safety for depositors, a distinction 
was again made between a bank as a going concern and a bank under 
liquidation. The cushion of safety for a bank as a going concern is 
determined by deducting all “doubtful items” and the amounts in- 
vested in fixed assets from total capital accounts. The remainder is 
net capital funds, which determine the adequacy of the protection 
afforded by stockholders’ funds. For a bank under liquidation, the 


* A dissertation completed at the University of Kansas in 1955. 
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cushion of safety for depositors is not net capital accounts but all 
capital accounts. 

These concepts were all employed statistically in Part II. It was 
found that there are two ways of testing the liquidity status of the 
banking system: one is to make a hypothesis concerning the propor- 
tion of deposits which are to be withdrawn, and the other is to find a 
formula and calculate the exact amount of deposits which can be 
withdrawn. Both methods were employed. Given the reserve require- 
ments of the Federal Reserve banks, it was assumed conservatively 
on the basis of past experience that insured commercial banks would 
have lost 50 per cent of their deposits from 1945 through 1953. In all 
years under consideration, these banks held “satisfactory” assets to 
shift to the Federal Reserve banks. But, except for the two years 
1946 and 1949, when the total amount of the gold stock of the coun- 
try against the total notes and deposit liabilities of the Federal Re- 
serve banks on the basis of 25 per cent reserve ratio showed no defi- 
ciency, in all years under consideration the whole banking system 
would have been faced with the problem of a gold deficiency, ranging 
from a high of $6,009 million in 1953 and the low of $70 million in 
1948. 

The formula used is as follows: 


K.— Ky, 
x= 
1— (K,/K;) ’ 


where X represents the amount of the withdrawal of deposits, Ke the 
total amount of reserves of member banks at the Federal Reserve 
banks plus cash in vault and assets of all commercial banks to be 
shifted to the Federal Reserve banks, K: the total of the required re- 
serves of member banks, and Ks the total amount of met demand and 
time deposits of member and non-member banks. By employing this 
formula, it was found that the amount of withdrawal is correlated 
positively with the amount of excess reserves of the Federal Reserve 
banks and that of the member banks and inversely to the amount of 
total net demand and time deposits of commercial banks. In no year 
could the amount of deposits have dropped to 50 per cent of the 
total, except in 1949, when the amount of excess reserves of the Fed- 
eral Reserve banks was the largest of all years and the amount of 
withdrawal was about 48.5 per cent. The lowest was for 1953, when 
the amount of excess reserves of the Federal Reserve banks was the 
lowest of all years, with the exception of 1945 and 1946, and the total 
amount of net demand and time deposits was the largest. However, 
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by comparing the amounts of the withdrawals of deposits which in- 
sured commercial banks could have been able to lose during the post- 
war years to what they actually lost in the early 1930’s, it was shown 
that the whole banking system had become stronger and better 
equipped to stand a major withdrawal of deposits than was the case 
before. 

In determining the solvency cushion, it was noticed that from 1945 
through 1953 the ratio showed an upward trend. Considering the 
improved position of bank assets and the fact that the ratio of sol- 
vency cushion showed, on the whole, an upward trend, it was con- 
cluded that banks were stronger at the end of the period (1953) than 
they were at the start (1945). 

The ratio of net capital funds to “risk assets” (the total assets less 
cash, Treasury obligations until the end of 1950, and insured and 
guaranteed loans) showed some decline after 1945; but if allowances 
are made for the improved position of bank assets, for the increasing 
resort by commercial banks to “valuation reserves,” and for the 
temporary nature of the “pegging policy,” then the apparent decline 
does not seem to reflect the actual condition, and therefore it is hard- 
ly justifiable to conclude that depositors have become more liable to 
risk than a decade ago. 








ALLOCATION OF MULTISTATE INCOME UNDER 
STATE CORPORATE NET INCOME TAXES* 


JoHN ALWYN WILKIE 
University of Wisconsin 


THIS DISSERTATION Is an attempt to define and determine a uniform 
and reasonable basis both for state jurisdiction to levy a net income 
tax on corporations and for allocating income of corporations which 
is derived from sources within two or more states and to propose 
means of implementation of such standards by the various states in- 
volved. Current diverse practices of the states lead to numerous and 
substantial inequities and inefficiencies due to over- or underalloca- 
tion of taxable income, discrimination as between similar taxpayers, 
and lack of administrative workability. 

The procedure in this paper has been to review the law and prac- 
tices of the various states involved, with particular emphasis on Wis- 
consin; to review various proposals recommended by committees of 
groups concerned with the problem and authorities and critics on the | 
subject; to analyze the possible alternative methods of dealing with 
the problem recommending a solution to the allocation problem for 
uniform adoption by the states; and, last, to examine the merits and 
demerits of various possible methods of implementing uniform stand- 
ards of allocation which are recommended. 


CONCLUSIONS 


With respect to the basis for state jurisdiction to levy a net income 
tax on the basis of neutrality (including consistency with the meth- 
ods of allocating multistate income), constitutionality, and adminis- 
trative and compliance workability, the “source of income” method 
is recommended as first choice, even though it may be less feasible 
from an administrative and constitutional standpoint (because it 
treats sales on a destination basis) than the other bases which are 
considered. 

With reference to defining uniform standards for a reasonable and 
uniform determination of the allocation of multistate income of 
corporations, certain conclusions are reached. Unitary business is 
defined and determined upon a basis of actual interrelationship in 


* A dissertation completed at the University of Wisconsin in 1956. 
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fact. Uniform apportionment formulae are considered most desirable 
for allocating multistate income of unitary business. The main find- 
ing as to the situs of non-apportionable income is that income from 
intangible property should be specifically allocated to the state of 
commercial domicile, which is determined by the primary locus of 
the corporation’s property and payroll. The uniform apportionment 
formula recommended for manufacturing and merchandising business 
is composed of the three factors of property, payroll, and receipts, 
equally weighted. The receipts factor should be defined to include 
receipts from products sold or services rendered in the unitary busi- 
ness operation. The situs of such receipts should be determined either 
exclusively upon a destination basis or inclusively upon some activ- 
ity standard basis. Where the unitary business is engaged in by two 
or more commonly owned and/or controlled legal entities, similar 
uniform standards of allocation would apply to the business as a unit 
rather than as separate entities. 

For purposes of implementation of the proposed uniform alloca- 
tion methods among the relevant states, it is concluded that their 
adoption by voluntary actions of the states is not likely to be 
achieved within the next decade or two and that either an interstate 
compact or some direct and/or indirect federal action is necessary. 
The latter would fulfil the obligations of Congress under the federal 
Constitution to regulate “commerce among the several states,” as 
well as to promote the general welfare of the nation. It would do this 
by requiring neutrality of tax treatment as between similar corporate 
taxpayers, deriving income from sources within a state or states 
which levy a corporate net income tax. 

If certain uniform standards of tax jurisdiction and income alloca- 
tion and certain methods of implementation among the various juris- 
dictions involved are considered preferable on the basis of desirabil- 
ity and feasibility, the attempt to achieve a uniform basis for tax 
jurisdiction among the states involved should not be abandoned 
merely because the most desirable basis is presently unacceptable. 
Uniform rules of tax jurisdiction and allocation which are now ac- 
cepted by many of the states concerned are preferable to the present 
non-uniformities. 








ACTIVITIES OF STUDENT AFFILIATES 


UNIVERSITY OF CHICAGO 


Meetings of the Finance Students Association were highlighted by speakers 
from financial institutions in the Chicago area and field trips. Speakers included 
Beryl Sprinkel, economist for the Harris Trust & Savings Bank, who spoke to us 
on “The Potential Effects of Current Monetary Policy”; Rex James Bates, of 
Stein, Roe and Farnham, who gave us further insight into the future when he 
spoke on “The Outlook for Stock Prices for 1958”; William C. Norby, vice- 
president, Harris Trust & Savings Bank, who shared with us his views on “The 
Analysis of Securities”; and William E. Steigelmeier, an independent economic 
consultant, who enlightened us on the interesting field of “Stock Valuation for 
Inheritance Taxes.” 

During the year Professor Marshall Ketchum, faculty sponsor, took two stu- 
dent members at a time to biweekly luncheons of the Investment Analysis Society 
of Chicago. He also arranged intensive tours of important financial institutions 
after these luncheons. 

Mr. P. David Hubbard served during the year as president of the Association. 


UNIVERSITY OF CONNECTICUT 


The major function and task of the Association was the handling of its $500 
portfolio. The value of the portfolio remained constant despite the trend in the 
market value of the securities. The dividends from the portfolio were used for the 
purchase of books which were donated in the name of the organization to the uni- 
versity library. 

The principal speakers of the year were Dr. Philip E. Taylor, Lewis Dunn, and 
Lewis Dow. Dr. Taylor is the head of the Economics Department at the Univer- 
sity of Connecticut and was formerly connected with the staff of the Council of 
Economic Advisers to President Eisenhower. Dr. Taylor spoke on the national 
budget. Mr. Dunn, assistant vice-president of the Connecticut Bank and Trust, 
spoke on the possibility of jobs in the field of finance. The third speaker, Mr. 
Dow, is connected with Putman Brothers, a brokerage firm in Hartford, and spoke 
on how to interpret the financial page. The Association also sponsored a trip to 
the New York and American Stock Exchanges. 

The Officers for the academic year 1957-58 were: president C. A. Comstock; 


treasurer R. Beaujon; and secretary J. R. O’Leary; the faculty adviser was Dr. 
William Kinnard. 


De PAUL UNIVERSITY 


The Finance Society had a most gratifying year. The activities and the student 
membership increased substantially. 


Early in the fall, the Society opened the season as guests of the Town and 
Country Investment Club. The Club carried on its regular monthly meeting while 
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the student members listened. The students gained firsthand knowledge as to 
how the Club evaluated its securities and about the various problems with which 
such an organization is faced. 

A Sunday evening supper was held in honor of the graduating Seniors, at which 
time Don Hamilton, past president of the Society, was presented with a special 
achievement award sponsored by the Wall Street Journal. 

Other regular meetings held by the Society during the year included guest 
speakers from the Commodity Exchange and from various securities houses in 
the area. As a result of the increased student membership this year, more exten- 
sive plans are being made for an active program for the Society during coming 
months. 


UNIVERSITY OF FLORIDA 


The University of Florida chapter under the sponsorship of our new faculty 
adviser, Dr. C. A. Matthews, has pursued a policy of having prominent men in 
the field of finance speak before the members of our organization. The program 
has been designed to acquaint the student with the practical and operational 
aspects of finance. During the 1957-58 school year, the Association was under the 
leadership of James Horner and Bill Crews. 

The Association has had speakers in the fields of commercial banking, invest- 
ment banking, savings and loan associations, consumer credit, state bank exami- 
nations, and central charge plans. There were also two joint meetings with the 
Insurance Society. 

Among the other activities of the Association was a field trip to the Annual 
Stockholders Meeting of the Florida Power Corporation. During the later part 
of the year, the Association sponsored a panel discussion in finance in conjunction 
with the annual “Business Day” of the College of Business Administration. The 
Association also had a social event at the end of the second semester at the 
home of Vaughn Gardner, one of the members. 

Thirteen members of the Association received scholarships from the Florida 
Bankers Association’s Educational Foundation. 


UNIVERSITY OF HOUSTON 


This Chapter was formed in late spring of this year and therefore held no 
regular meetings during the past year. However, the Chapter got off to an excellent 
start with a meeting attended by many alumni, businessmen in the local com- 
munity, and faculty members as well as the charter student members. The charter 
for the Chapter was presented at that time. 

The Chapter is undertaking several financial and budgetary studies for the 
University of Houston Student Government. It is also planning a series of lec- 
tures, discussions, and field trips for the coming year. All 69 finance majors in 
the university are members of the newly formed Chapter, and increased member- 
ship is expected for the coming year. 

Professor Irwin K. Zingler is the faculty sponsor and deserves particular praise 
for the excellent work he did in organizing and establishing this Chapter. The 
officers of the Chapter are: Charles Brady, president; Jere Guy, vice-president; 
Richard Morrow, secretary; Richard Caldwell, treasurer; Joseph Hornberger, 
representative to the Student Government; and James O’Brien, parliamentarian. 
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UNIVERSITY OF ILLINOIS 


The Finance Club has been extremely active during the past year and has 
included both out-of-town and campus speakers at regular meetings. Several field 
trips to nearby financial institutions were attended by the student members of 
the Club, and an exchange of ideas about what was observed on the field trips 
proved to be most stimulating to the students. 

The faculty members in the Finance Department have been extremely helpful 
this past year in building our student organization, and all members of the 
faculty in the department attended the last meeting. 

The Club is at the present time making rather extensive plans for next year’s 
activities and expects the year to be one of the busiest yet. 


INDIANA UNIVERSITY 


The Graduate Finance Club at Indiana University more than doubled its mem- 
bership during the 1957-58 school year and now boasts a total of thirty-eight 
active members. Several social, as well as academic, activities were held during 
the year. 

Highlights of the year’s program included two guest appearances of Mr. E. H. 
Davis, of John Nuveen & Company, municipal investment bankers. Mr. Davis 
is a graduate of Indiana University and is now vice-president of his company 
and a faculty associate of the university. Dr. John K. Langum, president of 
Business Economics, Inc., and a perennial favorite of the graduate group, pre- 
sented a lecture and led discussion on the topic of “The Current Money Market” 
at another of our meetings this year. Another memorable event for the Club 
was a trip to Irwin Union Bank and Trust Company at Columbus, Indiana. Mem- 
bers were treated to an excellent meal, a tour of the most modern facilities of 
the bank, followed by a most stimulating “skull session” with President S. E. 
Lauther and other senior officers of the bank. In particular, emphasis was placed 
upon examination of criteria underlying many of the bank’s more recent policy 
decisions. Other meetings included “sessions” at each of the Finance Department’s 
Senior Faculty homes. Dr. H. C. Sauvain, chairman of the Finance Department, 
was host for a Spring Social. Professor E. E. Edwards entertained at the annual 
Christmas Party, and Dr. Nathan Silverstein displayed his unusual culinary 
talents at our Fall “Beef Session.” 

Officers for the past year were: J. B. Black, Jr., president; James A. Gentry, 
vice-president; and Miss Patrician Bidle, secretary-treasurer. Professor Harry C. 
Sauvain again served as faculty sponsor. 


UNIVERSITY OF KANSAS 


The Finance and Insurance Club was organized during the 1957-58 school year. 
The Club’s membership reached a total of forty-six enthusiastic members. The 
Club had a very successful and active first year. 

The members of the Club were very fortunate to hear the following speakers: 
Mr. Ingolf H. E. Otto, C.P.C.U., H. E. Sears, Ltd., Kansas, Missouri, speaking 
on “The Finance and Insurance Club as a Problem-Solving Organization”; Ad- 
miral William Terrell and Mrs. George Hedrick from Barrett, Fitch, North and 
Company (Lawrence and Kansas City) speaking on “Investment Banking and 
Brokerage”; Grant Torrance, vice-president and treasurer, and Mr. William 
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Robb, assistant treasurer, Businessmen’s Assurance Company, Kansas City, Mis- 
souri, speaking on “Life Insurance Company Management of Investment Funds” ; 
and panel discussion on the “Professional Aspects of Life Insurance,” conducted 
by life underwriters of the Lawrence, Kansas, chapter, National Association of 
Life Underwriters. 

In the spring, the Club took a field trip to Kansas City and toured Business- 
men’s Assurance Company. 

Officers for spring and fall, 1958, are: president, Gayle Cain; vice-president, 
Ron Baker; secretary and treasurer, Reta Lehmann. The faculty advisers are 
Professors of Finance Harold Krogh and Leo Poland. 


LOYOLA UNIVERSITY 


The Economics and Finance Society has been very active the past two semes- 
ters. During the course of the past college year, the Society has sponsored eight 
speakers, a panel discussion, and three tours. In addition, we have participated 
in the Freshman Orientation program, assisted Dr. Helen Potter and her “Money 
Management Clinic,” presented a movie explaining the UAW’s demands from 
the automobile manufacturers, and combined forces with the Economics and Fi- 
nance Departments to host sixty-five seniors from fifteen Chicago high schools. 
Under the prompting of our Investment Committee chairman, John Owens, twelve 
Loyola students have formed the Towers Investment Club. 

In recognition of the Economics and Finance Society’s many “professional 
tours and lectures, and for co-operating with the University and promoting in- 
terest in Loyola,” Blue Key National Honor Fraternity, Loyola Chapter, pre- 
sented the Society with an award for being the best academic organization for 
the year 1957-58. 

Special thanks must be given to our very capable moderator, Dr. S. M. Frizol, 
who thoroughly believes that student organizations should be run by students. 
Recognition must also be accorded the hard work of officers Thomas E. Split 
and Patrick Arbor; the capable efforts of the chairmen of our committees, Jack 
Owens, John Divane, and Harry Drayson; and the fine co-operation and support 
of all our members. 


MARQUETTE UNIVERSITY 


The Marquette University Chapter continued its regular program of speakers 
from different segments of the financial fields in 1957-58. Topics covered included 
business finance and credit, bank examination, savings and loan associations, 
property insurance, investments, and banking. 

Among the featured speakers were Mr. Jacobus Kruyne, former president of 
a Milwaukee bank; Charles Scanlan, chief examiner of the Chicago Federal 
Reserve Bank; John A. Seramur, executive vice-president, Wisconsin Savings and 
Loan League; and Marshall Loewi, a former chapter member who is now vice- 
president of Loewi and Company. 

The customary jaunts to Chicago financial institutions led us to the Federal 
Reserve and First National banks, the Midwest Stock Exchange, Board of Trade, 
and Continental Casualty Company. The Chapter also participated in Career 
Day on the Marquette Campus. 

Chapter officers are: Joseph Luby, president; Charles Rondoni, vice-president ; 
and Robert Krueger, secretary-treasurer. 
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NORTHEASTERN UNIVERSITY 


The major project engaged in by the Northeastern University Chapter of the 
American Finance Association this year was the formulation of a stock-inves. 
ment program. Through this program our society plans to buy securities with 
funds from our treasury. It is felt that the plan will offer valuable experience to 
the society’s members in the buying and selling of securities. Members will be 
able to combine actual practice in investments with the theory which they re. 
ceive in the classroom. Our first purchase is scheduled to take place before the 
end of the school year. 

During the course of the year the Chapter has had many eminent men in the 
fields of finance and insurance speak on various financial subjects. 


NORTHWESTERN UNIVERSITY 


The activities of the Finance Club during the academic year 1957-58 included 
a five-day lecture tour of the First National Bank of Chicago, another in the 
annual series which students have recognized as the outstanding extracurricular 
activity sponsored by a financial institution. Tours of the Federal Reserve Bank 
of Chicago, Board of Trade, and Midwest Stock Exchange were sponsored by 
the Club. 

Principal speakers at club meetings during the year which preceded the One 
Hundredth Annual Comencement (June, 1958) included Frank C. Carr, vice- 
president, John Nuveen & Company; James E. Day, president, Midwest Stock 
Exchange; Harry G. Guthmann, Northwestern University faculty; John H. Per- 
kins, vice-president, Continental Illinois Bank & Trust Company of Chicago; 
Edgar Peske, Illinois Bell Telephone Company; Waid R. Vanderpoel, First 
National Bank of Chicago. 

Corliss D. Anderson is faculty adviser. New officers elected in March were 
James M. Fuqua, president; Paul L. Smith, vice-president; Jay E. Clark, sec- 
retary; and John Q. Wilson, treasurer. 


RUTGERS—THE STATE UNVERSITY 


During the past year, the Finance Club has carried out a rather extensive pro- 
gram of meetings and field trips to supplement classroom discussions and to 
stimulate interest in the field of finance. Visits were made to financial institu- 
tions in the metropolitan area, including a trip to the Federal Reserve Bank in 
New York and a tour through the New York Stock Exchange. A particularly in- 
teresting event was a special session with the Director of Publicity in the Board 
of Governors room of the Exchange. 

Several meetings were held on opportunities in the field of finance. Guest 
speakers at these meetings included representativs from Tung-Sol Electric Com- 
pany, the Fidelity Union Trust Company, and the Franklin Capital Corporation. 

Plans are being made for another active program during the coming year, 
although the new officers will not be elected until fall. 


SETON HALL UNIVERSITY 


The Finance ‘Association of Seton Hall University enjoyed a very active first 
year since its formation in May, 1957. 


Meetings were held twice a month, and each month selected phases of finance 
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were treated. The highlights of the 1957-58 program included films that were shown 
through the courtesy of the Federal Reserve Board, Merrill Lynch, Pierce, Fenner, 
and Smith, and the Association of Stock Exchange Firms. Literature on a variety 
of financial topics was provided by the Board of Governors of the Federal Re- 
serve System, the New York Clearing House, the National Board of Fire Under- 
writers, the Indemnity Insurance Company of North America, and the Educa- 
tional Service Bureau of the Wall Street Journal. 

Four field trips were successfully undertaken. These consisted of trips to the 
New York Stock Exchange, the American Stock Exchange, the Federal Reserve 
Bank of New York, and the United Nations. 

Rapidly growing, the Association has increased from its twelve charter mem- 
bers to a membership of thirty-six; similarly, the Department of Finance now 
has registered forty-two finance majors as compared to the original fourteen stu- 
dents. Plans are being made for a more detailed and extensive program for the 
future. 

Officers this year were: president, Edward Q. Field, Jr.; vice-president, Robert 
F. Schuler; secretary, Albert G. Chlapowski; treasurer, Joseph F. Albert. 


TEMPLE UNIVERSITY 


The Finance Society held a series of meetings, with lectures being given by 
men in the local community representing both industrial firms and finance insti- 
tutions. A series of field trips was also arranged, and these proved to be very in- 
teresting and worthwhile. 

The first field trip taken was to the Wellington Fund, where talks were given 
by members of the management on economic forecasting, security analysis, and 
the money market. Another field trip was made to the financial offices of the 
Sun Oil Company, where there was a discussion primarily of financing a large 
corporation. The talk was followed by discussions with the chapter members, 
and refreshments were served. Another field trip was made to the Central Penn- 
sylvania Bank, where the students toured the bank and attended a lecture on 
analysis of commercial credit. The lecture was sponsored by the Robert Morris 
Association of Bank Lending Officers. Still another trip which proved very en- 
joyable was to the Pennsylvania Railroads’s financial offices in Philadelphia. 

The Society made its annual trip through the New York Stock Exchange. This 
is always one of the highlights of the year. 


UNIVERSITY OF WISCONSIN 


A very active program was participated in during the year by the members 
of the local Finance Club. Various speakers from out of the city as well as mem- 
bers of the faculty led discussions on various aspects of finance problems. 

Representatives from Robert Baird and Company, C.U.N.A. Mutual Insurance 
Company, the Guarantee Trust Bank of New York, and the Wisconsin Investment 
Board, and several investment counselors from the N-w York City area met 
with the group at different times during the year. Professors Graner and Morton 
from our faculty led discussions. 

Newly elected officers for the coming year are Charles Cotter, president; Jim 
Van Wagenen, vice-president; Tom Traverse, vice-president; and Rollie Rein- 
holtz, secretary-treasurer. Professor Frank Graner is faculty adviser. 
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Business Finance 


Accounts Receivable Financing as a Method of Business Finance. By Ctype 
WILLIAMS PHELPS. Baltimore: Educational Division, Commercial Credit Co, 
1957. Pp. 65. Free for educational purposes, including classroom uses. 


“A Long-Term Source of Short-Term Funds” and “Faster Liquefying of Work- 
ing Capital” might well serve as descriptive subtitles for this useful monograph 
which is Study No. 2 in Professor Phelps’s new series of “Studies in Commercial 
Financing.” 

The present monograph complements Study No. 1 on factoring and also sheds 
light on another method of modern business finance which is often misunderstood 
in its own right and is often confused with factoring. True, factoring and ac- 
counts-receivable financing are similar, in that trade open accounts are security 
on which cash advances are based. Also, cash advances in both cases are made 
largely by specialized finance companies which pioneered and have been respon- 
sible for much of the growing popularity of both arrangements. Factoring and 
accounts-receivable financing, however, are as different in underlying nature as 
indorsements with and without recourse. As a matter of fact, this is one of two 
essential differences between the two arrangements. 

Professor Phelps defines accounts-receivable financing as follows: “Basically, 
accounts receivable financing involves an agreement under which a financing 
institution purchases its customer’s open accounts (or advances him funds secured 
by the pledge of such receivables) with recourse to him for crcdit losses and 
without notice to the debtors liable on such accounts” (p. 9, italics supplied). 
In essence, accounts-receivable is a contractual revolving-credit arrangement 
under which the customer has automatic access to operating cash which he can 
use indefinitely or for temporary needs, as he desires, paying only for the amount 
of cash he actually uses and for the exact number of days he uses it. The term 
“non-notification financing” most nearly distinguishes account-receivable financing 
from factoring. Debtors are not aware of the arrangements when accounts-receiv- 
able financing is used. In contrast to factoring, risk of credit losses, collections 
duties, and record-keeping remain with the customer. As in factoring, customers 
may measurably increase turnover of working capital with accounts-receivable 
financing. 

Rapid growth in popularity of this method of business financing has occurred in 
recent years. During the last decade the volume of advances increased nearly ten- 
fold, reaching an estimated $5 billion annually in 1957. More and more business- 
men, especially in fast-growing small and medium-sized manufacturing and whole- 
sale enterprises, have found accounts-receivable financing a continuing source of 
more operating cash than is normally available from more widely known sources, 
such as commercial banks. This has been especially true during a decade when 
pressures on working capital bore in with increasing force. Technical advice and 
supplementary financing provided by specialized finance companies in this field 
have also attracted new customers. 
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The scope of this study is indicated by chapter headings, as follows: i, “Intro- 
duction”; ii, “Reasons for the Use of Accounts Receivable Financing”; iii, “Rates 
and Costs”; iv, “Supplementary Financing Services”; and v. “Trends in Accounts 
Receivable Financing.” Especially valuable is an explanation of the one-charge 
cost of accounts-receivable financing, which is based on an end-of-the-month ap- 
plication of a per diem rate to the average daily face value of accounts receivable 
outstanding during the month and on which advances are based. Conversion of 
typical per diem rates to effective (true) annual interest rates is also made. The 
bulk of accounts-receivable financing is handled by a relatively few large national 
and regional specialized finance companies whose per diem rates convert to effec- 
tive annual interest rates varying from 10 to 15 per cent. Per diem rates of several 
thousand local small finance companies range up to 18 and 20 per cent true annual 
rates. An excellent discussion of the difficulties encountered in comparing costs of 
alternative sources of short-term operating funds, especially commercial bank 
costs, is included. 

This monograph presents a great deal of up-to-date information on the subject, 
objectively summarized by an outstanding finance authority who, as in his previ- 
ous studies, provides a wealth of footnoted bibliographical material. Underwritten 
by the largest commercial credit firm in the accounts-receivable financing field, 
this study is excellent supplementary reading for students, teachers, and business- 
men. It is a lucid explanation of a method of business financing which seems cer- 
tain to grow as the number of successful and fast-growing firms naturally attracted 
to it grows and as businessmen strive to increase further the efficiency of each 
working-capital dollar. One is struck with the dearth of disadvantages discussed, 
but perhaps this is because accounts-receivable financing arangements overcome 
most objections and prejudices associated with factoring over the years. 


James A. Byrp 
University of Texas 


Consumer Finance 


Personal and Family Finance. By JosepH F. BRADLEY and RALPH H. WHERRY. 
New York: Rinehart Co., 1957. Pp. xvit+565. $6.75. 


Professors Bradley and Wherry have written an excellent text for use by col- 
lege students in personal finance classes. The book is readable throughout. It is 
alive with concise, specific facts, without preachments and boring generalizations. 
Frequent illustrations contain reproductions of stock certificates, bank-balance 
statements, etc. Suggested reading lists accompany each chapter. Excellent review 
and discussion questions are interspersed throughout the book. 

The text is reader-centered from the very first chapter, which is devoted to 
the role of personal finance in an individual’s life. In chapters ii-vii the book 
covers the subjects of budgeting, borrowing, and homeownership. Chapters viii- 
xv should make readers aware of the importance of life insurance, property 
insurance, and social security coverage. Opportunities for investing surplus income 
are adequately covered in chapters xvi-xxi. The federal income tax is very well 
explained in principle in chapter xxii, along with specific information relative to 
tax reporting. Estate planning and administration are covered adequately in the 
final three chapters. 
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With skilful presentation and by frequent use of center headings, subheads, 
and italicized terms, the authors have introduced a storehouse of detail without 
losing sight of the evolution of the subject from budgeting by college-age readers 
to the financial problems of young families and the families and the eventual 
need for investment and estate planning. 

The authors did not shy away from controversial issues involved in such sub- 
jects as the use of consumer credit. Rather, they discussed the reader’s welfare 
in such issues as when to borrow, when to avoid borrowing, the dollar cost of 
large and small loans, various types of lending agencies, legal contract forms with 
which borrowers should be familiar, the methods for calculating true interest rates, 

In dealing with the subject of homeownership in chapter vi, the authors might 
have improved their coverage of this subject by openly raising the question 
whether it is cheaper to own or to rent. This question, when followed by a list 
of all the costs of homeownership, deserves attention in a text of this sort, lest 
readers assume that housing costs are limited to a down payment and monthly 
payments. This presentation would fit very well into the advice given by these 
authors on homeownership at various stages of the life-cycle. 


E. BryANT PHILLIPS 
University of Southern California 


The Family in a Money World. By Frances L. FELDMAN. New York: Family 
Service Association of America, 1957. Pp. iv+188. $2.50 (paper). 


Mrs. Feldman’s little volume is based upon a study conducted by the Welfare 
Planning Council of the Los Angeles Region and was supported through a grant 
from the Beneficial Finance System. It is intended primarily as a handbook for 
“presenting in concise form some major trends in a rapidly expanding body of 
knowledge about the place of money in our culture.” As such, it succeeds well. 

There will be those who will see in Mrs. Feldman’s work a greater contribution. 
With much skill and background she has woven psychosociological factors through 
the toughness of an economic world. Money, being representative of real goods 
and services, gives substance to our cultural attitude that recipients of incomes 
have been producers of things of value. Thus a social agency, recognizing that this 
cultural attitude has basis in fact, will be most effective in its counseling if it 
holds to expectations that clients should use society’s facilities realistically. By 
planning to bring forth the ability of individuals to use these facilities and re- 
sources effectively and to save a portion of them for future use, the social agency 
is laying a foundation for its clients’ self-respect and for their opportunity to live 
responsibly in a money world. 

If a weakness need be cited, it would appear in the rather casual treatment, 
through the closing chapters, of the financial risk attending individuals and 
families of meager resources who embark on intermediate or long-term debt 
programs. In the field of consumer credit Mrs. Feldman follows the rather 
orthodox approach. It is suited, she writes, for the “well-integrated, reasonably 
disciplined person,” yet may “create a burden” and “encourage over-buying and 
extravagance.” It contains within itself, however, “a strong incentive to save” and 
“in a sense . . . provides the reward for savings in advance of accumulation.” One 
wishes a balancing observation had been presented that real and money asset 
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values have a way of declining substantially over the life of a typical instalment 
loan, thus rendering much of contemplated saving illusory. 

In making reference to the desire for homeownership, Mrs. Feldman would 
have strengthened her treatment by emphasizing the high risk borne by home- 
owning families of low incomes and possessing little equity or reserves. The 
possibility of foreclosure through failure to meet payments is mentioned. The 
budgeter of family resources, however, needs to appreciate fully the more per- 
vasive risks of a family’s income diminishing or of the need for a family to move 
residence, each of which might necessitate the sale of a home in a market fraught 
with rapid and volatile price changes. In such circumstances the chance of a 
family of small resources losing its full equity or even inheriting a deficiency 
judgment is great. 

The reader will find in this work, however, and particularly in the first six 
chapters, a valuable, pleasantly styled contribution to interdisciplinary study. 


WriuraM J. ParisH 
University of New Mexico 


International Finance 


Balances and Imbalances of Payments. By GEOFFREY CROWTHER. Boston: Har- 
vard Business School, 1957. Pp. vii+70. $2.00. 


This book consists of three lectures given in April, 1957, by Sir Geoffrey Crow- 
ther at the Harvard Graduate School of Business Administration as part of the 
George H. Leatherbee lecture series on “Administration in Modern Society.” The 
first lecture is concerned with the ideal pattern of economic development among 
the nations, starting with the opening of a new country for external capital. The 
analysis is formed in terms of the traditional stages, at times going as far as 
the creditor-borrower stage. 

The second lecture deals with the two-world system of trade and payments 
in the major free-world trading areas; there is no concern with the third world 
beyond the Iron Curtain. The objection may be raised that in the free world 
there are countries and areas that cannot fit into one of two simple classifications, 
but Crowther maintains that the great bulk of the free-world trade and payments 
falls into one or the other of two groupings—the Dollar Area and what is labeled 
the “Eastern Hemisphere.” By “Eastern Hemisphere” is meant western 
Europe, Africa, South Asia, and Australia. 

The third and most important lecture deals with the dollar shortage. The two 
broad ways of dealing with balance-of-payments disequilibrium—alterations in 
the rate of exchange and internal changes in prices—are considered completely 
inadequate to cope with the dollar shortage. However, if we confine our study 
to the adjustments within the so-called Eastern Hemisphere, the discrepancies 
are not considered serious. Economic disparities between the European countries 
cannot be of a large magnitude because of close industrial interconnections. Hence 
minor changes in price or credit policy will take care of balance-of-payments 
difficulties. Consideration of the different positions of France and Germany in the 
recent past makes one wonder if the problem is so simple. Adjustments between 
western Europe and the non-European members of the Sterling Area are handled 
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by the internal settlement and credit-extending mechanisms of the European 
Payments Union and the Sterling Area. 

The author is far from optimistic about the outlook for Eastern Hemisphere 
and Dollar Area relationships. The maladjustments are too large for the normal 
mechanisms to cope with. The growth in the relative strength of the United 
States is considered a major factor in distorting or diverting world markets. The 
world has an increasing demand for American products. On the other side, the 
demand of the United States for the products of the Eastern Hemisphere is not 
urgent and “not very elastic on the down side.” The adjustment by divergent 
tendencies in international costs and prices in the two areas does not offer much 
hope. American wages have risen, but labor productivity has risen almost as 
rapidly, and the net result has been that the level of manufacturing costs in the 
United States has fallen relative to the level in other countries. The elimination 
of protection in the United States would be a good thing, but it does not have 
much bearing on the adjustment problem. 

The author appears somewhat dogmatic about the theoretical possibilities of 
adjustment, probably overstressing the lack of demand elasticity in this country 
for foreign products as well as the great urgency abroad for American goods. 
Furthermore, American commercial policy may not be the major factor, but it 
should not be dismissed as being practically irrelevant to the question of balance- 
of-payments equilibrium. 

Finn B. JENSEN 
Lehigh University 


The World Dollar Problem. By Donat MacDovucatt. New York: St. Martin’s 
Press, 1957. Pp. xvii+622. $12.50. 


Will the dollar shortage, which has developed repeatedly since 1914, recur to 
plague the free world anew during coming decades? Mr. Donald MacDougall, 
Fellow of Nuffield College, Oxford, undertakes a fresh analysis of the problem 
in this volume. He foresees a number of developments that could result in a 
shortage of dollars in some or all of the countries of the free world outside the 
United States from time to time. These include (1) business recession in the 
United States, particularly one starting at a time when the rest of the world has 
not been gaining, or has been losing, gold and dollars; (2) more aggressive pursuit 
of full-employment policies in other countries than in the United States; (3) 
greater price increases in other countries than in the United States because their 
money incomes will rise faster in relation to their productivity gains; and (4) 
structural changes in national economies, in trade policy, and in foreign invest- 
ment. 

After 285 pages of closely reasoned, judicious analysis, MacDougall concludes 
that “there is a distinct possibility that the world will from time to time run into 
substantial deficit with the U. S.” More specifically, he foresees the possibility 
that dollar-shortage crises “might occur every five or six years and each time 
force a round of devaluation against the dollar, perhaps of an order approaching 
that in 1949, which averaged about 13%.” 

The author then turns to a discussion of remedial measures. Government meas- 
ures that MacDougall favors to lessen the threat of a recurrence of severe dollar 
shortages in other countries, even including Canada, include liberalization of 
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American commercial policy, adoption of wage and other policies to restrain 
price increases outside the United States, speeding of innovation and new-product 
development abroad, and a rise in the price of gold to increase reserves of other 
countries at least temporarily, although he recognizes that this last step can only 
postpone the day of reckoning. 

But he has limited faith that these remedies will either be adopted or prove 
adequate, for he concludes: “(Governments should exercise caution before embark- 
ing irrevocably on full non-discrimination and convertibility. Until they are sure 
that the dollar problem is permanently solved they should at least secure a way 
of retreat. It is important to have international institutions that would help, in 
consultation with the U. S. and Canada, to maintain non-dollar trade in a crisis.” 

MacDougall’s volume, despite its scholarly character and restrained tone, is 
an eloquent reminder that the recent abatement of the dollar shortage may prove 
only temporary and that the problem could well recur from time to time in the 
future and become acute enough at times to threaten the cohesion and economic 
strength of the free world. It is a warning against complacency based on the 
narrowing of the dollar gap during the past few years. Certainly, the dangers 
involved are great enough to make it urgent that the United States assume re- 
sponsibility for working in close harmony with other nations to seek effective 
solutions in advance for what could become a major common problem of the 
free world in the years ahead. 


Jutes I. Bocen 
New York University 


International Monetary Policy. By W. M. ScamMELL. New York: St. Martin’s 
Press, 1957. Pp. xiv+402. $9.00. 


The United Nations Monetary and Financial Conference at Bretton Woods in 
1944 produced a carefully worked-out plan for a single multilateral payments 
system under the control of the International Monetary Fund. But in the years 
since the financial crisis of 1947 there have been a number of experiments in 
international monetary co-operation which grew from the efforts of the Western 
nations to bring order into their monetary affairs. New financial institutions have 
been created that have shaped the course of monetary history in the past decade. 

In the book under review, Mr. W. M. Scammell, who is Lecturer in Economics 
at the University of North Wales, provides a detailed assessment of “the worth 
and the record” of the Bretton Woods international payments system and of the 
experiments in international monetary co-operation. University teachers and stu- 
dents, as well as international bankers and economists who are actively concerned 
with problems of international finance, will welcome this sober and critical study. 
Based on official and other sources of information, it makes a notable contribution 
to the literature on postwar monetary problems. 

Scammell prefaces his investigation by a lengthy discussion of the problem 
of international equilibrium, in which he sets down the parts of modern inter- 
national economic analysis germane to the study of the aims and working of 
monetary institutions (Sec. II); for “in great part the efforts towards inter- 
national monetary co-operation which have been made reflects this theory and 
can only be fully understood in relation to it” (p. 14). This theoretical setting 
serves as a frame of reference for his subsequent examination of the problems and 
measures which the nations have taken for their solution. 
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In his highly critical analysis of “the effort to build an equilibrium system” 
(Sec. III) after the war, Scammell blames “the miserable record of the IMF” for 
the failure of such system to develop. “While the IMF has made useful peripheral 
contributions to world payments, its inability to provide the elements of a real 
adjustment mechanism has prevented its moving to the central position in the 
world economy for which it was intended” (p. 392). 

As a consequence, two methods of monetary reconstruction were created: 
“one carefully and methodically planned, preparing the blueprint of a multilateral, 
control-free payments system to be established once the adjustments of the post- 
war period had been completed; the other growing naturally and progressively 
from the efforts of individual nations or groups of nations to solve problems as 
they came, produced a pattern of effort into which order and sense of purpose 
later came, and which produced the outline of the present world economy” (p. 
385). This economy is the grouping of the countries of the world into great 
regional clearing areas—the Organization for European Economic Co-operation 
(OEEC) countries of western Europe, the Sterling Area, and the Dollar Area. 
But the European Payments Union, organized by the OEEC countries in 1950, 
has already established a bridge with the Sterling Area “in the common member- 
ship by Britain of both groups, which served to create freedom of payments within 
and between the groups” (p. 388). 

Scammell apparently feels that this development “holds promise of further 
broadening to the ultimate goal of convertible currencies and multilateral pay- 
ments.” But this can be achieved only “as the warping influence of the dollar 
shortage on world payments lessens” (p. 386). And Scammell is optimistic re- 
garding the solution of “the dollar problem” (Sec. IV). While he disagrees with 
the economists who have argued that the dollar problem was solely one of postwar 
adjustment, he believes that “the intense postwar phase of the dollar problem 
ended in the early ‘fifties and that we are now faced with the structural problem 
of the dollar shortage upon which the problem of war and its aftermath were 
for a time superimposed” (p. 334). 

The recent re-emergence of the dollar shortage, however, questions his sugges- 
tion that it should be possible to deal with a United States surplus of $2-$3 billion 
per year. It would appear that a more realistic appraisal of the whole issue is 
given in Sir Donald MacDougall’s recently published volume on The World 
Dollar Problem. 

ArtHuR LEON HorNIKER 
Washington, D.C. 


Europe and the Money Muddle: From Bilateralism to Near-Convertibility, 1947- 
1956. By Rosert TrirFIn. New Haven: Yale University Press, 1957. Pp. 
xxvii+ 351. $5.00. 


Professor Triffin’s book is a review of the postwar monetary rehabilitation 
and recovery of western Europe, with a thorough discussion of two opposite con- 
clusions that may be derived from Europe’s currency experience. The first of 
these is that regional co-operation is merely a transitional device that has now 
outlived its usefulness and should make room for full convertibility of western 
European currencies through the restoration of international market mechanisms. 
The opposite conclusion, which is Triffin’s, is that regional co-operation of the 
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type that western Europe has devised under the aegis of the Organization for 
European Economic Cooperation and the European Payment Union should be 
preserved indefinitely—for a number of reasons, including the need for a “defense 
in depth” against “the inevitable shocks to be occasionally expected from unfavor- 
able developments and policies in some of the major trading countries.” 

Triffin’s survey of western European efforts to restore monetary stability and 
his exposition of the direct relationship between domestic liquidity in each country 
and its balance of payments are very helpful. His historical analysis of the enor- 
mous underlying improvement in western Europe’s dollar position is worth reading 
today, when a relatively small loss of gold and dollars to the United States during 
1957, following a remarkable buildup during the previous four years, is dramatized 
in certain quarters as a renewed “dollar gap.” Finally, the detailed account of 
the regional monetary co-operation in Europe and its institutional framework 
is most useful. 

Much of the book is, however, concerned with questions of policy, and it is 
Triffin’s proposals regarding currency rearrangements in Europe that may give 
rise to many doubts. Among several far-reaching innovations, the author suggests 
transforming the European Payments Union into a clearing house for all European 
central banks, in which they would be required to hold all their European currency 
reserves (and possibly a portion of non-European currency reserves and of gold 
reserves as well). Such a common holding of reserves is presented as an integral 
part of a “collective European approach to convertibility” and, for the future, of 
a “collective defense of European convertibility against speculative currency 
movements or balance of payments difficulties.” For the world as a whole, Triffin 
puts forward the idea of “internationalizing” foreign exchange reserves in order to 
protect the present monetary standard “against erratic and unnecessary shifts 
from one reserve currency into another and from reserve currencies into gold.” 
By the “internationalization” of exchange reserves, he means “inducing or requir- 
ing” all major countries to maintain an appropriate proportion of their inter- 
national reserves in the form of deposit accounts with the International Monetary 
Fund—accounts carrying an exchange risk guaranty and usable in international 
payments but convertible into gold only so long as the proportion of the country’s 
international deposits to its total reserves is maintained above a minimum agreed 
upon by the participating nations. 

These and other proposals are set forth with much imagination and vigor. It 
is by no means certain, however, that the problem of adapting the present-day 
monetary standard to the requirements of a rapidly changing world can best be 
handled though the regional approach so firmly advocated by Triffin. To be sure, 
in a world where domestic policies exert pressures on the balances of payments 
that the nineteenth century never experienced, there is much need for monetary 
and economic co-operation in the guise of continuing consultation and negotiation 
over the broad range of economic and financial problems; but do, for instance, 
the present policies and procedures of the International Monetary Fund require 
such substantial modifications as to give to the fund a role of merely consolidating, 
harmonizing, and enlarging the “regional” arrangements? By and large, therefore, 
the principal merit of Triffin’s book is to raise searching questions; his answers 
call for futher discussion and evaluation. 


M. A. Kriz 
New York City 
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Investments 


The Investment Decision: An Empirical Study. By JoHn R. MEYER and Epwy 
Kun. Cambridge, Mass.: Harvard University Press, 1957. Pp. xv-+284. $6.00, 


The purpose of this study is to make an empirical investigation of the entre. 
preneurial decision to purchase capital assets. The need for this study stems from 
the fact that further work must be done to establish a theory of why business 
firms decide to purchase assets. Only after a satisfactory hypothesis on this point 
has been developed, can a social policy be established to create an environment 
which will encourage maximum secular economic growth with a minimum of 
cyclical fluctuations. 

Meyer and Kuh construct their study on a number of assumptions. First, only 
microeconomic behavior will be considered. Second, only manufacturing com- 
panies are to be taken into account. However, there is an adequate sample of 
companies covered and the period of time (1946-50) is adequate for the pur- 
poses of the study. Third, the current economic institutions in the American 
economy are accepted. As the authors point out, their conclusions might not 
apply to a different economic environment. Fourth, the two authors assume that 
business decisions are made in response to certain observable phenomena in the 
firm’s environment. Fifth, and finally, the emphasis is on the short-run influences 
that affect the decision to expand assets. These assumptions place the objective 
of the study as that of determining the “growth of individual trees rather than 
that of the entire forest.” 

A number of investment hypotheses are explored, including the accelerator 
principle, profit expectations, liquidity, and maintaining relative trade position. 
These models are appraised, and, while each is found to have some validity, none 
of them account satisfactorily for actual business behavior for the entire period 
covered. Furthermore, none of the currently accepted models would have forecast 
accurately the spending pattern during the period 1946-50. The authors then 
go on to develop a theory of multivariate analysis that does seem to fit actual 
spending for business assets. 

The model developed by Meyer and Kuh has a number of ramifications, only 
a few of which will be mentioned here. First, they conclude that when business 
is improving, the need for additional capacity is a most important factor influenc- 
ing the decision to buy assets. Second, when business is stable or declining, liquid 
funds on hand play a prominent role. These conclusions are then refined to cover 
long-run and short-run business behavior and also to cover the differences in 
behavior between large and small firms. 

This study is a major contribution to both economics and finance. Its conclu- 
sions will be useful to economists who are grappling with the problem of economic 
growth and the problem of the business cycle. Likewise, its conclusions will be 
helpful to businessmen who are concerned with mapping plans for long-run capi- 
tal expenditures of a firm or an industry. The specific contribution of the study 
is that it adds to the body of knowledge on how different-sized firms behave in 
different phases of the business cycle, insofar as the purchase of capital assets is 
concerned. 


JoserH F. BRADLEY 


Pennsylvania State University 
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U.S. Investments in the Latin American Economy. By SAMUEL P1zER and FReEp- 
ERICK CUTLER. Washington,, D.C.: U.S. Government Printing Office, 1957. Pp. 
194. $1.75 (paper). 


Little has been heard in recent years from the Latin-American countries about 
“American imperialism” and “dollar diplomacy.” Actually, throughout Latin 
America the principal concern of the national governments has been to create a 
favorable climate for attracting United States private capital. Two factors appear 
to have contributed to the change in attitude toward United States private invest- 
ments: it would seem that the myth of United States “financial penetration” with 
the view of political domination of the Latin-American countries has pretty well 
been exploded, and, what is even more important, realization is growing in Latin 
America that United States private investments are performing an important role 
in promoting economic development much faster than those countries could ac- 
complish on their own. 

Until recently, however, there has been no systematic empirical investigation 
of the contribution which United States private capital investment has made to 
the growth of the Latin-American countries, although studies are available on 
the contribution of individual United States companies to the economic progress 
of the countries in which they operate. This serious gap in the “knowledge, both 
here and abroad, of the effects of United States investments in fostering economic 
development, in facilitating the flow of goods to the United States, and providing 
dollar earning exports to foreign countries” has now been filled by the volume 
under notice. 

It is the first comprehensive survey of the powerful effects of United States 
capital investments on the economic development of Latin America undertaken 
by the Office of Business Economics, United States Department of Commerce. Its 
findings are based on reports of some three hundred United States companies 
operating in Latin America and accounting for about 90 per cent of the total 
United States direct investments there. The period covered by the survey is that 
between 1946 and 1956, but most of the data employed in the analysis are as of 
1955. The work was carried out by Mr. Samuel Pizer, chief, and Mr. Frederick 
Cutler, of the International Investment Section, who for a number of years have 
collaborated on investigations of United States private investments abroad. This 
pioneering survey shoud be of interest to those directly engaged in foreign invest- 
ment and to all concerned with the economic development of underdeveloped 
countries. 

The survey’s real significance is that it provides a case study of the direct and 
indirect benefits of United States private capital investments to one major area 
of the world. But similar benefits could be derived from such private investments 
in productive enterprises in all countries in the process of economic develop- 
ment. The direct benefits, measurable in terms of money, include the contribution 
of the investments to domestic production, to employment, to government reve- 
nues, and to dollars earned and saved for the Latin-American countries. In roughly 
100 pages of concise text, over 100 charts in color, and 123 tables in a separate 
statistical section, data on the effects of these investments in the various economic 
spheres are presented for the twenty Latin-Amrican counties and in separate 
sections for individual countries, including Argentina, Brazil, Chile, Colombia, 
Cuba, Mexico, Peru, Venezuela, and Central America. 

However, the contribution of the United States private investment to Latin- 
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American economic development cannot be measured in terms of money only, 
Many indirect benefits have accrued to the host countries that are of immeasur- 
able importance. These are the so-called “intangibles”—the managerial skills and 
technical aptitudes that have accompanied the United States private investments 
and have contributed to the economic growth and progress of Latin America so 
clearly pictured in this unique survey. 


ArtTHuR LEon HornrKker 
Washington, D.C. 


Money and Banking 


Central Banking in Mexico: Monetary Policies and Financial Crises, 1864-1940, 
By Vircit M. Bett. Ann Arbor: University of Michigan Bureau of Business 
Research, 1957. Pp. x+123. $5.00. 


This small volume is an interesting chronological account of the rise in economic 
status of the Bank of Mexico over years marked by revolution, inflation, defiation, 
exchange devaluation, and economic growth. Unfortunately, the story ends at 
1940, the date at which the bank appears to have matured into a genuine instru- 
ment of economic control. 

The Mexico of Diaz (1877-1910) failed to develop a truly commercial economy 
and so lackcd both a meaningful commercial banking system and a central bank. 
Based as it was on feudal agriculture and specially privileged industries such as 
railroading, mining, and oil, which were financed by foreign capital, the Diaz at- 
tempts to establish a commercial banking system when what was needed was more 
foreign capital and long-term credit were doomed to difficulties. 

The increasing illiquidity of the commercial banking system was finally effaced 
by the inflationary policies of the revolutionary years from 1913 to 1917 and by 
the governmentally decreed liquidation of the commercial banks. Mexico now 
reverted to the use of a completely metallic money supply. 

It was not until 1925 that the present Bank of Mexico was founded. Although 
intended to function as a central bank, it was for many years little more than a 
commercial bank. The Mexican public was unwilling to accept its notes as money, 
and other commercial banks were unco-operative toward its assumed central bank- 
ing functions. However, the government in 1931, confronted by world depression 
and pressure on the peso, decided to halt the expansionistic free coinage of Mexico’s 
now low-priced silver. The result was a surprising new acceptance of the Bank of 
Mexico’s notes. Exchange stability which had prompted the cessation of free coin- 
age was now, however, sacrificed as the bank came to the fore and aided economic 
development by an expansionary lending policy, which soon made its notes increas- 
ingly important as the circulating media. 

In the period 1935-36, the Bank of Mexico’s position as a central bank was 
further strengthened. Its notes now became the country’s only legal tender. This 
resulted from the government’s action in trying to profit from the rise in the world 
price of silver that was caused by American silver-buying policies. The Mexican 
government in 1935 demonetized silver and recalled it from circulation. Although 
with the subsequent fall in the price of silver the new 1936 monetary legislation 
provided for a new silver certificate and the circulation of silver pesos again, it 
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strengthened the position of the bank by giving it greater control over the com- 
mercial banks and by expanding its rediscounting activities. 

By 1938 the peso, which had remained stable since 1934, once again began to 
sag. The program of the Cardenas administration called for the bank to finance its 
plans for economic development and reform. At the same time the program dis- 
couraged foreign investment and placed pressure on the exchange rate. Expansion- 
ary policies prevailed, and the peso deteriorated from 3.60 to the dollar in 1937 
to nearly 6.00 to the dollar in 1940. World War II was, of course, to provide a 
respite, but this lies beyond the story. 

This work is chiefly descriptive, rather than analytical, and relies very largely 
on secondary Mexican sources. It also neglects the origins of Mexican ideas on 
central banking. Much of Mexico’s banking legislation appears to the reviewer to 
bear the imprint of American experiences with the Federal Reserve. It would be 
interesting, however, to know the sources and rationale of such ideas that have 
appeared in Mexican legislation as those setting per capita maximums on the 
amount of central bank demand obligations and note issue and the requirement 
that the maximum for the bank’s purchase of government securities be related to 
the cash revenue of the government for the past three years! 


AURELIUS MoRGNER 
University of Séo Paulo 
Brazil 


Money of Their Own: The Great Counterfeiters. By Murray TEIGH BLoom. New 
York: Charles Scribner’s Sons, 1957. Pp. viii+302. $4.50. 


Among the numerous works on crimes, their perpetration and their perpetra- 
tors, this book deals with a field neglected by both the popular writers and the 
psychology fraternity—counterfeiting. The latter, for example, which frequently 
seeks to associate a crime with the sins of parentage and environment, has not, 
as revealed by a search of the indexes of Psychological Abstracts for the years 
1927-54 covering about 150,000 abstracts, contributed one reference therein to 
counterfeiting or counterfeiters. It is suggested that the lack of professional inter- 
est may be ascribed to the “obvious” fact that “counterfeiters counterfeit to make 
money” (p. 2). Consequently, no further explanation is thought necessary. 

The book is an original work in a little-publicized field and may be read to 
advantage by every serious student of crime. It is a popularly written, non-fiction 
work—factual, descriptive, light, and easy to read. It is entertaining and does not 
tax the reader’s power of comprehension. It is written in the vein of a popular 
men’s magazine wherein abbreviated versions of several of the cases have ap- 
peared. 

The volume consists of ten cases considered by the author the most ingenious 
and bizarre from the files of his collection of counterfeiters. They include the 
story of Emanuel Ninger, the man who drew United States notes; José Beraha 
Zdrarko, who made a fortune minting and selling British gold sovereigns which 
contained more gold than their legal counterparts and could not be prosecuted 
because gold sovereigns were no longer legal tender in Great Britian; Jean de 
Sperati, a stamp counterfeiter, who was stopped by being bought out by the 
British Philatelic Association; and Arthur Alves Reis, a man who almost gained 
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control of Portugal through an ingenious plan of having the conterfeit bank notes 
printed by the English firm which was charged with the production of Portugal’s 
currency. 

Upon completion of the book, the feeling left with the reader is one of “so 
what?” The exploits of the “heroes” are recounted in an entertaining and at times 
admiring, though matter-of-fact, manner with little or no attempt at interpreta- 
tion or evaluation of the crime or the criminal. The cases appear as so many tomb- 
stones, set forth to marvel at but with little meaning for futurity. 

An opportunity to furnish meaningful insight into an offense exceeded only 
by treason as a threat to the state has been neglected. Instead, the offenders have 
been treated as casually as one would treat the capture of a stray dog. 


Apotex E. GRUNEWALD 
Technische Universitat Berlin 





Outline of Monetary Economics. By A. C. L. Day. New York: Oxford University 
Press, 1957. Pp. xiii+559. $7.00. 


In this book, modern macroeconomic theory is surveyed carefully and then 
used to illuminate a variety of problems: the nature of economic instability; the 
theory of inflation; desirable stabilization policies; and the disturbances arising 
in the international monetary area. In addition, Day presents an enlightening 
review of the English banking system and other financial institutions and of inter- 
national financial history in the twentieth century. He maintains a healthy blend 
of institutional and theoretical materials throughout and is remarkably successful 
in dealing with extremely complicated relationships in non-mathematical terms. 

The specific contributions of the book are many. In discussing the functioning 
of the British banking system, Day shows that the government increased the 
effectiveness of the liquid assets ratio (proportion of cash, short money, and 
Treasury bills to total deposits) as a weapon of control by forcing banks to hold 
more of their assets in longer-term government securities. He also points out 
the greater relative importance today of credit rationing as compared with in- 
creased costs of credit in limiting borrowing from banks. 

Day’s analysis of inflation demonstrates clearly that, from a theoretical view- 
point, labor and business are equally responsible for inflationary price rises because 
of the defensive actions which they take against rises in their cost of living. Fur- 
thermore, he concurs in the judgment that industrial economies are biased toward 
secular inflation in the absence of a “fairly high” level of unemployment. 

Many of his most penetrating observations pertain to stabilization policies. 
He suggests three possible correction factors when employment differs from the 
optimum level for unexpected reasons: the porportional correction that becomes 
greater, the more the absolute level of employment differs from the desired; the 
integral correction that reflects the length of time during which employment has 
been less than the ideal, weigthed by the magnitude of the error; and the deriva- 
tive conrtol element that depends upon the direction and speed of change in em- 
ployment. He recommends that an appropriate mix of direct, monetary, and fiscal 
controls be applied in advance when major employment changes are forecast, 
while a combination of the proportional, derivative, and integral correction face 
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tors should be used to meet “unpredicted or unpredictable disturbances.” In all 
cases correction should occur as near the source of disturbance as is possible. 

In the international sphere, Day shows that inflation may wipe out the effects 
of exchange-rate depreciation by a fully employed industrial country. He examines 
conditions under which world trade is reduced less by discriminatory than by non- 
discrimintory trade practices. The similarities between international and domestic 
inflation are brought out. He argues that a single instrument of policy can bring 
both internal and external balance in an individual economy only by chance. There- 
fore, a combination of two or more policies is required if equilibrium is to be 
obtained. 

Day demonstrates that adjustment in levels of activity moved an economy to- 
ward equilibrium, even though central banks did not adhere to the “rules of the 
game” under the gold standard. He then outlines the factors which caused the 
British gold standard to work more smoothly before 1914 than after. In assess- 
ing the experience of the 1930’s, Day concludes that fluctuations in the terms of 
trade and other effects on the domestic economy may be too extreme when the 
burden of adjustment in the balance of payments is placed entirely on flexible 
exchange rates. A central lesson of the 1930’s is the necessity for international 
co-operation when currencies are managed. His final comments relate to recent 
international monetary problemis, including the dollar shortage and the functioning 
of the International Monetary Fund. A Mathematical Appendix is provided that 
deals more precisely with the ccmplications encountered in international monetary 
and economic disturbances. 

Although many of Day’s conclusions are not new or novel, the book is out- 
standing for its broad coverage, clarity of expression, and writing style. The au- 
thor’s incisive analysis of the impact of recent economic developments on the 
domestic and international economy should be especially useful in undergraduate 
courses in monetary, business-cycle, and international trade theory. 


KENNETH D. Roose 
Oberlin College 


Business Cycles and Economic Policy. By Ertk LuNpBERG. Cambridge, Mass.: 
Harvard University Press, 1957. Pp. xx+346. $6.50. 


This book deals with fluctuations in the Swedish economy, especially since 1945, 
and evaluates government regulations and controls. The Swedish book Konjunk- 
turer och ekonomisk politik, of which this is a translation, was published in 1953; 
but, in co-operation with the translator, Mr. J. Potter, some revisions were made 
to take account of criticisms and changes to 1955. Since the war, Swedish demand 
has constantly pressed against available capacity, so that the subject of the book 
is more accurately portrayed by konjunkturer than by business cycles. Professor 
Lundberg expresses his views freely, and they are particularly valuable in view 
of his position as director of the Konjunkturinstitut. 

Belief is expressed in the limited effectiveness of controls as well as of com- 
petitive processes. Largely because of an undervaluation of the krona in relation 
to the pound, the Swedish depression in the 1930’s was milder than in most coun- 
tries. While all faith was lost in the efficacy of variation in interest rates, there 
was no talk of long-term stagnation. In line with earlier business-cycles theories, 
wages continued to be regarded as costs rather than as generative of demand. 
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In the early postwar years the Riksbank seemed to be proclaiming a doctrine 
of powerlessness, and interest rates were stabilized as in the United States. The 
Riksbank, however, ceased open-market purchases of bonds in mid-1950. Some 
renewal of faith in monetary policy was indicated, but Lundberg concludes that 
“it is the nature of monetary policy that only vague surmises can be made as 
to the direction in which changes of policy will work and that any attempt to 
anticipate the results precisely is doomed to failure.” Nevertheless, he would “like 
to see fiscal policy replaced by monetary policy to the greatest possible extent.” 

Much attention is given to analsis of the inflationary gap, although the Kon- 
junkturinstitut ceased making such calculations in 1950. Forecasts frequently have 
been in error because of the difficulty of anticipating foreign trade conditions, 
Gross national product models appear to have been somewhat less successful 
than in the United States because of the greater importance of foreign trade and 
because of lack of statistics on inventory stocks. Surveys of investment plans 
have been less effective in anticipating actual levels of investment than in the 
United States. 

Lundberg holds that there is little basis for preferring fiscal policy to monetary 
policy on the grounds that “one knows far more accurately what one is doing.’ 
Varying marginal effects on the general economic situation may result from any 
particular fiscal policy. 

The Swedish trade unions have acted with considerable restraint in the wage 
claims they have made during the postwar years of inflation. Possibly this is 
because of the necessity of remaining competitive in international markets. Lund- 
berg thinks that wage differentials have tended to close under the inflationary 
conditions and that a wage-rise momentum resulted; a notable example is the 
increase in food prices resulting from major advances in farm wages. 

Price control after the war was liquidated very cautiously and removed over a 
wide area by 1952, but the price-control policy was restrengthened in 1954. Lund- 
berg finds that profits have remained high; that the controls have often tended to 
strengthen prices in weakening markets; that, at best, they aid social goals and 
impede reallocation of productive resources; and that they may lead to a per- 
manent network of regulation. He holds, however, that competitive price adjust- 
ments are weak under full-employment conditions. Space is not available to go 
into other facets of this interesting book. 

Ever C. Bratt 
Lehigh University 


The Farmers Bank, 1807-1957. By Duptey C. Lunt. Dover, Del.: Farmers Bank 
of the State of Delaware, 1957. Pp. 308. $10.00. 


This is another addition to the increasing number of company histories now 
available. While the limitations of a company-sponsored and -financed study are 
evident in this work, the author, Dudley Lunt, a Delaware historian and lawyer, 
has succeeded in presenting a fair and interesting study of the 150 years of the 
Farmers Bank’s activities. The early history of the bank is the most interesting to 
the student of banking, and the author richly portrays the period. As an institution, 
the Farmers Bank is particularly interesting since its charter was modeled after 
the First Bank of the United States and, like the First Bank, the chartering 
legislature authorized state purchase of shares in the bank. State investment in 
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bank shares continued to the point where the state today controls the major por- 
tion of the bank stock but, due to restrictions in the original charter, elects only a 
third of the directors. 

While the Farmers Bank may not have been the earliest American branch bank, 
it certainly must be one of the oldest in continuous existence in the United States. 
It was organized with three branches, adding an additional branch in Wilmington 
in 1813; each branch operated as an integral unit, with its own president and 
board of directors. In an era of impossibly bad communications, independent 
operation of the branches was the only solution to practical management even 
in a small state like Delaware. Despite the difficulties, the four banks in Dover, 
Newcastle, Georgetown, and Wilmington did operate as a system, and in a period 
of wildcat banking the four branches probably were better managed and better 
capitalized than if the branches had been organized individually. 

Historians of banking could take the history of the Farmers Bank as a perfect 
illustration of the typical problems of banking in this period. For example, specie 
resumption in 1817 almost closed the bank as speculators attempted to denude 
the bank of its specie. Only judicious juggling of specie between branches averted 
disaster. The bank, like most other banks during the period, was plagued with 
counterfeiting and the problem of maintaining its notes at par when they cir- 
culated any distance from Delaware. Typically, the Farmers Bank issued no 
reports, and it took a special act of the state legistlature in 1818 to force the 
reluctant bank to publish a statement of its condition; according to Lunt, it was 
not until the 1900’s that the bank published its financial statements for all to 
see. As a final point, the author states that the history of the Farmers Bank repre- 
sents the quintessence of the Federalist spirit of Delaware, and it has been this 
manifested spirit which is the basic factor in explaining the success of the bank. 

Lunt has written with loving care about the personalities and memorabilia of 
the bank. As a book, the volume also is a fine example of the printer’s art, being 
profusely illustrated and generally a handsome production. However, there are 
time when the reader wishes that Lunt would be a little more analytical. In par- 
ticular, there is relatively little attempt made to relate the activities of the bank 
to the general financial background of the United States. As can be expected, 
Lunt has very little criticism to make of any of the bank’s financial activities or 
of the bank’s officers. Notwithstanding these drawbacks, the book is interesting 
as a narrative of a century and a half of a country bank’s operations and, as 
such, provides illustrative material which could be used as background in a course 
in banking. 

Rosert R. DINcE 
University of Georgia 


Fluctuations, Growth, and Forecasting: The Principles of Dynamic Business 
Economics. By SHERMAN J. MatseL. New York: John W. Wiley & Sons, 1957. 
Pp. xv+552. $7.50. 


Contributions to the field of projection and forecasting have recently become 
available in increasing volume and have approached their subjects by one of the 
following methods: (1) A symposium by experts, such as Prochow’s Determining 
the Business Outlook and the two N.B.E.R. volumes on Long Range Economic 
Projections and Short Term Economic Forecasting. However valuable these con- 
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tributions are to the specialist, they fail the begninner in at least two aspects; 
they omit important fields (Prochow’s book never even mentions capital expendi- 
ture surveys) and, by their very nature, do not attempt to provide a recommended 
systematic approach. (2) Textbooks by university professors designed for classes 
in “business cycles” with emphasis on cycle theories (Elmer C. Bratt; Carl A. 
Dauten). (3) Publications which survey the available statistical sources but do 
not attempt the teaching of how to forecast (Snyder, Measuring Business Changes; 
Houser and Leonard, Government Statistics for Business Use). (4) Casebooks 
which give and analyze actual forecasts (Abramson and Mack, Business Fore- 
casting in Practice). 

Students in universities or executive training courses are in need of a text which 
combines a systematic approach to forecasting with cases illustrating specific 
applications and why they succeeded or failed. The book under review appears to 
be the first one to qualify because it offers a systematic approach and illustrates 
it with sixteen cases. The approach, however, chooses to emphasize theoretical 
methods at the expense of deduction from the data that the forecaster works 
with and is therefore still too close to the traditional business-cycle texts. No 
mention is made of such recent tools of analysis as input-output, flow of funds, 
the “normal” relationships (under different assumptions) between the stock of 
captial and new investment, or of GNP and new investment, or the use of such 
tools as deflated per capita disposable income. 

Of the sixteen cases, only Case 3 (p. 162) comes to grips with the solution of 
an actual problem but, for unexplained reasons, confines itself to an analysis of 
demand for consumer non-durables and services, while the more difficult job 
of projecting consumer durables is dropped. Cases 16 (p. 470) and 10 (p. 273) 
are news items quoted from the New York Times, without any comments by the 
author. Cases 6, 9, 11, 13, 14, and 15 are descriptions of forecasting methods 
summarized from other publications but without either giving any specific data 
or attempting to test the results of the methods used. 

In his Preface, the author suggests that the book should be suitable for inter- 
mediate courses in aggregate economics whether they carry traditional titles such 
as “Business Cycles” or “Business Fluctuations and Forecasting” or new designa- 
tions such as “Business Economics” and “National Income Analysis.” While the 
book falls short of requirements of a rigorous text on forecasting (with which 
the reviewer may be unduly concerned), it offers a very useful text on “Dynamic 
Business Economics.” In this field it deserves credit as a pioneer work in inte- 
grating recent progress in the many ramifications of national income analysis into 
a very readable and stimulating text, but it is probably more useful for business- 
men or engineering students than for students who are to specialize in this field. 


Rosert M. WEIDENHAMMER 
University of Pittsburgh 


Central Banking after Bagehot. By R. S. Savers. New York: Oxford University 
Press, 1957. Pp. 149. $2.90. 


In this little volume, Professor Sayers presents ten lectures which he delivered 
in several countries during the past decade. Two have not been printed before, 
a few were only privately printed, and the others appeared in widely scattered 
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periodicals—some in foreign languages. It is highly useful to have them all brought 
together in one place. 

The scope and rich variety of these lectures on central banking are suggested 
by their titles: “The Theoretical Basis of Central Banking,” “The Development 
of Central Banking after Bagehot,” “British and American Experience in the 
Early Post-War Years,” “The Bank of England in 1953,” “Open-Market Opera- 
tions in English Central Banking,” “Bank Rate in the Twentieth Century,” “The 
Variation of Cash Reserve Requirements,” “The Determination of the Volume 
of Bank Deposits, England, 1955-6,” “Central Banking in Underdeveloped Coun- 
tries,” and “The New York Money Market through London Eyes.” 

Sayers’ vast knowledge of central banking history, practices, and policies is 
evident throughout. His greatest contributions in this volume relate to central 
banking in Britain since Bagehot’s day and especially since World War II. But 
he also deals interestingly with the evolution of central banking elsewhere, with 
comparisons of British and American experience, and with the possible roles of 
central banks in underdeveloped areas. Though these papers are too brief to 
permit exhaustive treatment of their subjects, they are thoughtful and rich in 
insights. 

LesTER V. CHANDLER 
Princeton University 


Our Modern Banking and Monetary System. By Rotirn G. THomas. 3d ed. 
Englewood Cliffs, N.J.: Prentice-Hall, 1957. Pp. xii+644. $6.75. 


Professor Thomas has provided a third edition of his deservedly successful 
textbook on money and banking. The purposes of the third edition, like those of 
the second, are to describe the nature and operations of the money and banking 
systems and to apply modern monetary and banking theory to current domestic 
and international problems. This new edition is a slimmer (630 p.), more 
streamlined version of the second edition. Some of the outmoded material of 
the earlier edition has been dropped, and the chapters on monetary theory, in- 
come, prices, and employment have been rewritten. 

The book is divided into nine major parts. Part I is an introductory description 
of the nature and role of money, monetary standards, and a historical survey 
of the monetary system of the United States. Part II describes the nature and 
role of commercial banks and covers various aspects of bank operations, like 
the use of different credit instruments and the check-clearing mechanism. Part 
III is a conventional review of the major assets in a bank’s portfolio. Part IV, 
titled “Banking System,” is divided into four chapters, including a brief his- 
torical survey of American banking and the growth of concentration in banking, 
a chapter on the Canadian and British systems, and two chapters on the structure 
and operations of the Federal Reserve. Part V introduces monetary theory, 
with particular emphasis on the supply of money. Part VI examines the demand 
for money and relates the analysis to income and prices. Part VII applies the 
theoretical material in the two preceding parts and also discusses the goals of 
monetary and fiscal policy. Part VIII is a standard treatment of international 
monetary relationships. Part IX concludes with “Postwar Monetary Problems” 
and gives considerable attention to international monetary problems. 
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This book is well organized and eminently teachable. Thomas deserves par- 
ticular commendation for introducing the mechanics of deposit expansion and 
contraction in rudimentary form at an early stage in his book and then reserving 
the more detailed presentation of this topic in connection with the analysis of 
the supply of money. All too often the deposit mechanism is learned as a piece 
of monetary gadgetry in one part of the course and monetary theory is learned 
as a semi-independent subject in another part. Thomas’ treatment has the merit 
of integrating the narrow subject of monetary mechanics with the broader area 
of monetary theory and economic stability and growth. 

Occasionally the author goes beyond mere presentation to question existing 
arrangements in our financial organization, as in his discussion of reserve require- 
ments. This technique can sometimes rescue a mundane topic and give the stu- 
dent a sense that he is studying a living area that needs constant critical review 
if our monetary system is to serve us as we would wish. 

The author has explained the need for the third edition in the Preface: “In- 
stitutional structures and practices change constantly and new problems emerge 
to supplant them or to take their places beside the old.” Hence the monetary 
and banking system needs periodic re-examination and appraisal. To a considerable 
extent, Thomas has lived up to his promise, and could have done even more than 
he has in this regard. For example, a major change in our financial structure is 
the growing importance of non-bank financial intermediaries. This development 
needs to be described and assessed in terms of its impact on the allocation of 
resources, its effects on the effective money supply (when the effective supply of 
money is defined in terms of the velocity as well as the quantity of money), the 
nature and effects of the rivalry between banks and non-bank financial inter- 
mediaries, and the problems which are raised for credit control by the Federal 
Reserve. In fairness to Thomas, it should be stated that these topics have not yet 
worked their way into the standard money and banking textbook. The field is 
still open for the innovator. 

The Thomas text ranks high among its competitors and will no doubt continue 
to enjoy widespread adoptions. 

Davin A. ALHADEFF 
University of California, Berkeley 


Public Finance 


Taxation in the United Kingdom. By WALTER W. Brunpo and FRANK Bower. 
Boston: Little, Brown & Co., 1957. Pp. xxxiii+534. $15.00. 


This volume is the first in the “World Tax Series,” designed ultimately to pro- 
vide surveys of the tax systems of at least thirty countries. The series, an out- 
growth of a resolution adopted by UNESCO in 1951 urging publication of a 
world-wide tax information service, is being prepared under the International 
Program in Taxation of the Harvard Law School in co-operation with officials 
of the U.N. Secretariat. Each volume is designed to provide a description of the 
tax system of the particular country, primarily for use by tax practitioners, and 
to present the material in such a manner as to facilitate comparison of the system 
with that of other countries by students of comparative tax law. 

The volumes are being written by staff members of the International Program 
in Taxation with the assistance of persons in the countries concerned. This volume 
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on Great Britain was developed by W. W. Brudno, series editor for all Common- 
wealth countries, with the co-operation of Frank Bower, London tax manager for 
Unilever and chairman of the Taxation Committee of the Federation of British 
Industries. 

The basic organization for all volumes will be identical, and thus that of the 
present volume is representative. Part I, chapter I, presents the background of 
the tax structure, with general information on basic data of the economy, enact- 
ment of tax legislation, tax administration, and major revenue sources. The re- 
maining chapters of Part I present summaries of the major taxes, classified into 
income, capital (including property), and transactions categories. Part II, which 
comprises the bulk of the volume, contains a detailed review of the income tax. 
Part III surveys other major levies, in this instance the profits tax and the 
purchase tax. 

The approach throughout is primarily a descriptive one, with brief reference 
to historical development and the actual purpose of various provisions of the 
law. No attempt is made to analyze or evaluate various aspects of the tax struc- 
ture. The authors have been very successful in translating tax legislation and 
regulations into meaningful terminology instead of parroting strict legal and, to 
the non-expert, often unintelligible phrases. 

Fundamentally, this is a reference volume; an attempt to read through the 
book in detail is a tedious one of limited fruitfulness. But it is invaluable as a 
source of information on the British tax system, much of which is not otherwise 
readily available outside Great Britain. 

The organizational structure gives rise to some duplication between Part I and 
the other parts, but in terms of the reference nature of the work this is not 
necessarily undesirable. Part I serves a useful function in insuring that the forest 
is not lost for the trees, especially with respect to the income tax. The duplication 
of material on the other taxes is less useful, since the Part III material itself is 
relatively brief. The treatment of the purchase tax is highly competent but so 
very concise that the reader can scarcely gain a thorough understanding of it 
from the material presented. 

The over-all usefulness of this volume and the series as a whole cannot be 
questioned. But one basic problem appears to be almost unsolvable, namely, that 
of the rapid obsolescence of the material. The volumes are out of date in some 
details even before they appear; this one carries an insert supplement covering 
changes which occurred while the volume was being printed. The editors indicate 
that additional supplements will be issued from time to time. But the problems of 
distributing these and of handling and co-ordinating them on the part of the 
user are very serious ones. The volumes themselves are too expensive to reissue 
at frequent intervals. This is not to suggest that the project should not have 
been undertaken because of the obsolescence factor; the fundamentals of tax 
structures change slowly. But the changing details quickly impair the complete 
reliability of particular volumes. 

JouNn F. Due 
University of Illinois 


Tax Factors in Basing International Business Abroad. By W1LL1AM J. GrBBons. 
Cambridge, Mass.: Harvard Law School, Pp. x+177. $5.00. 
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This is a strictly technical study (the first of its kind), published under the 
auspices of the Harvard Law School International Program in Taxation which 
was established in 1952 with a grant-in-aid from the Ford Foundation. The study 
deals with one limited aspect of the highly important and topical problem of 
American investments abroad, namely, the use of so-called foreign-base companies, 

Under certain circumstances, American corporations (individuals who incor- 
porate themselves abroad are likely to run up against the undistributed income 
tax provisions applicable to personal holding companies) find it to their advantage 
to operate abroad not directly through branches or controlled operating sub- 
sidiaries but through foreign-base companies, which, in turn, control the foreign 
operating companies. 

There is no simple formula to chose between direct operating subsidiaries 
(whose losses, e.g., can be deducted for tax purposes from the profits of the 
American parent and whose taxes paid abroad can be credited against taxes 
payable in the United States) and foreign-base companies which permit (1) the 
accumulation of profits abroad; (2) payment of American income taxes only on 
those funds which are actually transferred to the United States (in the case of 
foreign operating subsidiaries, American corporations have to pay income tax on 
all foreign profits, even though these profits may be blocked abroad through for- 
eign-exchange restrictions and their transfer may eventually involve serious 
foreign-exchange losses); (3) the return of income from abroad as capital gain 
subject to a 25 per cent tax rather than as income subject to the regular 52 per 
cent tax; (4) the tax-free transfer of funds between foreign operating sub- 
sidiaries; (5) the “averaging” of foreign tax rates; etc. 

But the study emphasizes that there are distinct pifalls in the use of foreign- 
base companies. Most of them lie in the legal, political, and economic uncer- 
tainties abroad and especially in the uncertainties arising from changing or vague 
Treasury rulings and interpretations. When, e.g., is the “principle purpose” (ac- 
cording to Sec. 269 of the 1954 Code) of a base company to evade or avoid federal 
income taxes? 

The first part of the study (pp. 3-44) deals with the aspects of American tax 
law applicable to foreign-base companies, while the second half (pp. 41-177) dis- 
cusses the advantages and disadvantages of thirteen countries which are at present 
most widely used as base countries. Among the factors to be considered are po- 
litical stability; prevailing and probable future foreign-exchange restriction; the 
prevailing tax system (Bermuda, the Bahamas, and Tangier, e.g., levy no income 
tax; Luxembourg, Switzerland, and Liechtenstein levy no tax on holding com- 
panies; other countries exempt foreign income of domestic corporations); and 
the cost and ease of organizing, the legal status, and the ease of operating foreign- 
owned corporations. 

Even though Gibbon’s study provides many references to American and foreign 
laws and rulings (the foreign sections have been checked by experts in the various 
countries), it is not intended as an easy “do-it-yourself” handbook for corporation 
lawyers and private individuals trying to find a foreign tax haven. It lists the 
advantages, possibilities, and pitfalls of foreign-base companies, which in each 
case will have to be worked out individually by American and foreign experts. 


G. C. Wrecanp 
Southern Illinois University 
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Taxation in Mexico. By Henry J. GumpEL and Huco B. Marcain. Boston: Little, 
Brown & Co., 1957. Pp. xxviii+428. $12.50. 


Although Mexico is a next-door neighbor of the United States, it is safe to say 
that very few students of public finance here have even a modicum of knowledge 
about Mexican tax institutions. This is explained perhaps by the great dearth of 
books about the Mexican tax system that have appeared in English. The present 
work is one of a series in an International Program in Taxation completed and 
projected by the Harvard Law School aided by the Ford Foundation. 

The book in substance, form, and objective is essentially a “tax service” on the 
order of those provided by certain agencies in the United States. However a 
substantial Bibliography has been assembled, and Part I treats the tax system as 
a whole. Included in this introductory section is some rather meager discussion of 
the constitutional framework, economic achievement, and economic institutions 
of the country and a presentation of the quantitative importance of the tax sys- 
tem and its constituents. The remainder and most of the book analyzes the par- 
ticular taxes, especially the highly complicated Mexican income tax, in detail. 

While the book confines itself very largely to the legal facts and offers no 
evaluations or comparisons, the sophisticated reader will find no difficulty in 
distinguishing many striking (and some anomalous) features in the Mexican tax 
system. To select a few from a rich array: Although Mexico is a federal system 
and states have some power to levy independent taxes, the latter are almost ex- 
clusively financed by federal aids and shared taxes, and municipalities have no 
power to tax. The income tax is a schedular system with differentiated, propor- 
tional, and graduated rates and no global levy. The business income tax system 
includes a schedular tax, a tax on distributable income, and an excess profits tax. 
The rules of taxation are the same whether the taxpayer is a corporation, partner- 
ship, or individual proprietor. An employee is required to make no income tax 
return; his employer withholds his (graduated) tax in full and keeps him current 
by proper monthly deductions. The property tax, though a state source, is levied 
at common rates throughout the country; the assessment is based on a registra- 
tion of property values over 100 years old unless there has been a more recent 
sale. Fortunately for equity, this latter tax is a minor source and rates are low. 

Practitioners and foreign investors will find this book made to order, but teach- 
ers and students of public finance will miss some effort to interpret the facts, at 
least in terms of their environment. In the reviewer’s opinion the International 
Program would profit substantially and reduce its (necessarily high) rate of 
obsolescence by adding a tax economist to its staff. But a highly legalistic source 
is far better than none, particularly where, as in this case, the treatment is 
thorough, well organized, well documented, and authoritative. 


Haroitp M. Groves 
University of Wisconsin 


Japan’s Finance and Taxation, 1940-1956. By Sapuro SH1om1. New York: Co- 
lumbia University Press, 1957. Pp. xi+190. $6.00. 


In this book, with a Foreword by Hisato Gchimada, the Japanese Minister of 
Finance in 1956, and a brief Preface by Carl S. Shoup, Professor Saburo Shiomi 
attempts to show, largely through historical tax materials, why the Shoup com- 
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mittee recommendations did not correspond well with the tax needs and traditions 
of Japan. To do this entails some discussion of Japanese taxation as far back as 
1877, the date of the first Japanese income tax. 

The three principal historical analytical sections deal with (1) the development 
of taxation in 1940 in preparation for war, as stated on page 54, or to undertake 
“a stupendous project for long-term construction,” as stated on page 34; (2) post- 
World War II reforms prior to the Shoup Mission, which utilized such tailored 
taxes as a spare-room house tax, a tax on those “who suffered no financial loss 
through the war” (p. 73), and a liquor tax with different rates if for home use or 
if for “business use to be sold in restaurants or bars” (p. 71); and (3) Shoup 
Mission recommendations, their adoption, and their elimination and modification, 

The author points out that in 1953 Vickrey’s net-worth tax was repealed (p. 99), 
as was the tax on realized capital gains, and the accession tax was divided into 
inheritance tax and gift tax. In 1954 Shoup’s value-added tax was replaced with 
the old enterprise tax, and indirect taxation was increased, while direct tax rates 
were generally decreased (p. 100). In true polite oriental fashion, he ends his 
recital of this development by saying that “the recommendation of Dr. Shoup’s 
Mission in 1950 was modified every year from 1951 on, to suit actual conditions, 
but the fundamental idea of the system has been upheld in the light of its superior. 
ity and permanence” (p. 101). 

It is too bad (at least to the American tax adviser) that Professor Saburo Shiomi 
does not utilize a considerable portion of the space (pp. 114-79) used to study the 
development of the income tax in Japan, the disparity between rich and poor in 
Japan, and a financial survey of sixty-seven municipalities, to analyze the proce- 
dures utilized by the Shoup Mission. In this reviewer’s opinion the reactions of 
the advisee to American financial advisers has not been adequately considered, and 
apparently Professor Saburo Shiomi was in an admirable position to do this. 

In many instances Professor Saburo Shiomi’s discussions are too brief or too 
general to be understandable by a non-expert in Japanese taxation. Also, the com- 
parisons of exemptions and collection data suffer from a failure to reduce the 
“yen” amounts to a serviceable purchasing-power base. Moreover, on occasion, the 
concept referred to is uncertain; for example (p. 109), does income mean “net” 
or “gross,” and (p. 129) the “3 per cent” rate increase seems to refer to percentage 
points, but the language does not say so. 

The American student of taxation is able far too infrequently to read a tax 
analysis by an Asian or South American who has made a lifetime study of taxation 
development and problems of his country. Professor Saburo Shiomi’s analysis is 
this type of study and is therefore deserving of serious attention by all persons 
interested in Japanese taxation. In this instance the study is also of interest to 
general students of the economic, political, and social problems arising from uti- 
lizing American advisers and technicians. 


R. W. LinpHOLM 
Michigan State University 


Financing Highways: A Symposium Conducted by the Tax Institute. Princeton: 
Tax Institute, Inc., 1957. Pp. vi+217. $5.00. 


In its annual symposium on “a major problem of taxation” the Tax Institute 
invites discussion “by informed participants representing different points of view.” 
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In Financing Highways attention is focused on the Federal Aid Highway Act of 
1956. Discussion explores problems created and those left unsolved by the en- 
actment. 

These become the central questions (dividing the work into five major parts) : 
What do we want our highway system to do, and to what extent does the new 
federal aid program make possible the highway system we want? Who is to be 
held responsible for getting the job done? Who should pay the bill? What are 
some of the problems of the taxpayer? How is public support mustered for doing 
the job and paying for it? 

The participants speak from varied backgrounds. They come from government 
planning, university research, councils, institutes, and chambers. Their language 
is, on the whole, even with some articulate dissent, optimistic. If immediate prob- 
lems are urgent, the remedies are nevertheless to be had. If the dimensions of 
action seem rather large, one need not be anxious. Each task is susceptible of a 
technical solution. 

The highway system must be made adequate for present size and prospective 
growth. “We want our highway system to be boldly conceived” (p. 4). Passenger 
and freight volumes move through not one but all the components of the nation’s 
transportation system. “(We want the highway system to provide the transporta- 
tion services it is best equipped to provide” (p. 5). 

There is, moreover, a danger of “chronic obsolescence.” “We want the highway 
system to keep pace with the rapidly changing technology” (p. 7). And not merely 
better transportation but also better communities should be related to the high- 
ways. “We want our highway system to enhance rather than to blight” (p. 8). 
Urban areas especially are to benefit. “We want our highway system to promote 
metropolitan planning and to carry out metropolitan planning objectives” (p. 9). 

The fabulous construction is to be matched by a staggering outlay, but we must 
all realize that it is no more than we have already done in the past. “If we raise 
revenues enough, or if we borrow enough to provide the $122 billion which we 
might require in the next 10 years and the $147 billion in the second 10 years, 
we would still be spending only about one and a half cents a mile—as we did in 
the ’20s” (p. 30). 

Many special problems are analyzed: the role of states, the outlook for toll 
facilities, federal truck taxation, third-structure taxes, and state motor fuel tax 
administraton. 

That it was, in general, however, a convention of true believers in unlimited 
progress can hardly be doubted, or the appropriate quality of one closing, quoted 
observation: “As Clem Johnston . . . once said: “When there is public understand- 
ing of the highway problem and business-like solutions to it, we can face the 
future with the calm confidence of a Christian gentleman holding four aces” (p. 
207). 

Homer H. HAMMER 
College of Puget Sound 


Business Enterprise and the City. By MaBeL WALKER. Princeton, N.J.: Tax Insti- 
tute, 1957, Pp. 144. $3.00 (paper). 


One of the most phenomenal events of the postwar period in the United States 
has been the pronounced increase in total births and the consequent increase in 
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population. Increased mobility and changes in population distribution are closely 
related events. Together, these phenomena have brought governmental and eco- 
nomic problems of major magnitude. 

In this volume Miss Walker devotes her attention to some manifestations of 
these changes. In general, her purpose is to analyze the various trends, some of 
which appear to be diverse or contradictory, and to show as clearly as possible 
what is actually taking place. As a rule, little attempt is made to spell out the 
various economic and social consequences of developments. However, the reader 
can usually do this on his own. The material is quite current, since all chapters 
have appeared as magazine articles since the spring of 1955; five were published 
in various issues of Tax Policy and one in the National Municipal Review. 

The first chapter deals with postwar trends in the location of industrial plants 
and the factors which seem to have been most influential; the various types of 
decentralization of manufacturing (managerial, regional, suburban-rural, and es- 
tablishment of new cities) are discussed, and specific attention is given to decen- 
tralization in the steel, automobile, electrical appliance, and textile industries. 
The second discusses the impact of industrial plant location on population pat- 
terns and on government finance; it also describes and evaluates the various 
methods used by communities in competing for industries. A third chapter traces 
postwar developments in the location of business offices, such as corporation 
headquarters, insurance companies, publishing concerns, professional firms, etc. 
The alleged advantages and disadvantages of decentralization of offices and the 
impact on land values, transportation, and housing facilities are treated in some 
detail. 

The fourth chapter, “The Role of the State in Industrial Development,” was 
presented at a conference of the National Municipal League in November, 1956. 
The impact of outlying shopping centers and the somewhat contradictory trends 
in this area constitute the subject matter of a fifth chapter. 

The final chapter, “Modern Merchandising and Municipal Finance,” takes a 
somewhat longer view and outlines the recent developments of the chain store, 
the supermarket, and the various types of shopping centers and attempts to assess 
the impact that each has had on the downtown trade areas. 

Although it was not the purpose of the author to present recommendations, the 
various chapters do an excellent job of bringing together extensive information 
on developments which are bound to have far-reaching effects on regional and 
municipal planning and finance. 


CHar_es P. WHITE 
University of Tennessee 


Real Estate Finance 


Residential Finance, 1950. By R. U. Ratcuirr, D. B. RATHBUN, and J. HonNOLp. 
New York: John W. Wiley & Sons, 1957. Pp. x+180. $6.00. 


This monograph is one of a series sponsored by the Social Science Research 
Council in co-operation with the Bureau of the Census. The title is appropriate, 
as the tabulations on which the monograph is based come from the 1950 Census 
of Housing and the application is to many aspects of residential finance. 

In this monograph the authors, for the first time, subject the treasure chest of 
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statistical data available in the Census of Housing to extensive analysis and fur- 
nish interpretations and indicate the relationships of the comprehensive picture 
contained in the census tabulations. The scope of the text is wide, as the authors 
have deliberately chosen to favor extensive treatment rather than to confine them- 
selves to refined analysis of limited areas. Such an approach undoubtedly is wise, 
as it insures that no important material will be completely overlooked by the 
authors in their analysis, and, at the same time, it results in a monograph that is 
of general interest to practitioners in, and students of, the residential mortgage 
lending field and related businesses. 

The material covered in the text includes analyses of various phases and aspects 
of mortgage financing. Following an introduction, chapters are devoted to the 
following topics: mortgage debt in 1950 and a comparison with earlier periods; 
a comparison of the lending practices of the various sources of credit; a study of 
the financial status of various classes and types of borrowers; incidence and char- 
acteristics of junior financing; the financing of rental housing; and the scope and 
impact of government mortgage guaranties. 

In the preparation of this monograph the authors have made considerable effort 
to apply objective interpretations to the statistics analyzed and to bring out im- 
portant relationships. One such interesting analysis resulted in the conclusion that 
“at least one-half of the owners possess an asset in their family home which is 
worth at least one-third more than was paid for it and worth about two and a half 
times the debt on it, and two and a half times their annual income” (p. 56). By 
making such analyses, the authors have performed for their readers the service of 
applying meaning and value to the mass of census statistics which the business- 
man or student often has neither the time nor the skill to analyze. 

The difficulty in writing about subject matter that is dated is that much of the 
information is somewhat obsolete by the time it is published. This is particularly 
true in a field as dynamic as residential finance has been since 1950. Although 
from an academic point of view publication of a monograph such as this is most 
worthy, the demand from the public and business generally is for information as 
of today or last year rather than seven or eight years ago. Consequently, many of 
the statistics and statistical analyses are important primarily from a historical 
point of view. However, as much of the subject matter is analyzed for the first 
time in this monograph, there is formed a base to which other more current and 
less exhaustive studies may be compared. This monograph, then, will take on 
added significance as changes are noted and trends and patterns developed in the 
residential financing of our country. 

This monograph is, of course, largely statistical and therefore does not lend 
itself to easy or leisurely reading. However, because of the wealth of information 
which it provides on various phases of residential finance, it deserves a place on 
the shelf in reference libraries, as well as on the desks of real estate and financial 
editors and practitioners in the mortgage lending field and related businesses. 


NorMAN STRUNK 
Chicago, Illinois 
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BERNSTEIN, MARVER H. The Politics of Israel: The First Decade of Statehood. 
Princeton: Princeton University Press, 1957. Pp. xiv-+ 360. $6.00. 


Only fragmentary material on the internal political development of Israel has 
appeared in the past, and the major objective of this book is to provide a com- 
prehensive study of the problems of political, economic, and administrative 
development in a new state strongly committed to the institutions of democracy. 


Bock, Russet, S. Guidebook to California Taxes with Special Emphasis on 
Relationship to Federal Taxes. 9th ed. Chicago: Commerce Clearing House, 
1958. Pp. 326. $4.00 (paper). 


This 1958 edition reflects the 1957 amendments to the California law and the 
significant new rulings, court decisions, and decisions of the State Board of 
Equalization, as well as those 1957 changes in the federal tax laws which affect 
comparisons between California and federal laws. 


CHAMBER OF COMMERCE OF THE U.S., Economic RESEARCH DEPARTMENT. The 
Mechanics of Inflation. Washington D.C.: Chamber of Commerce of the U.S., 
1957. Pp. 69. $1.00 (paper). 


Both cost-push and demand-pull pressures are considered, along with monetary 
and fiscal policies, in this concise treatment of the problem of inflation. 


DEANE, Puy.iis (ed.). Bibliography on Income & Wealth, Vol. V1: 1953-54. 
London: Bowes & Bowes, 1958. Pp. 139. 37s. 6d. 


Materials issued in 1953 and 1954 on national income and wealth, social ac- 
counting, international comparisons, and related topics are annotated and listed 
according to subject matter and country of publication in this sixth in the continu- 
ing series of bibliographical volumes produced by the International Association 
for Research in Income and Wealth. 


DUNAYEVSKAYA, Raya. Marxism and Freedom: From 1776 until Today. New 
York: Bookman Associates, 1958. Pp. 384. $6.00. 


The author argues that Marxism is a theory of liberation in contrast to com- 
munism, which is the theory and practice of enslavement. Appendixes contain 
the first publication in English of Marx’s early writings on Private Property and 
Communism and Critique of the Hegelian Dialectic and Lenin’s Abstract of 
Hegel’s Science of Logic. 


Easton, Epison E., and Newton, Byron L. Accounting and the Analysis of 
Financial Data. New York: McGraw-Hill Book Co., 1958. Pp. vii+-449. $7.00. 


This text for students who plan to take no further accounting courses includes 
those principles essential to the understanding of general financial accounting. 
The book also presents an extensive treatment of financial statement analysis 
and basic discussions of income taxes, cost accounting, and budgetary planning. 
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ErHarD, Lupwic. Prosperity through Competition. New York: Frederick A. 
Praeger, 1958. Pp. xii+- 260. $5.00. 


In this English-language edition of Wohlstand fiir Alle, Professor Erhard de- 
scribes the successful rehabilitation of West Germany as the result of firmly 
rejecting socialist dogmas and affirming a free economic order based upon com- 
petition rather than on national economic planning. 


FartH, W. L., Keves, D. B., and Ciark, R. L. Industrial Chemicals. 2d ed. New 
York: John Wiley & Sons, 1957. Pp. ix+-844. $16.00. 


In this new edition, the authors have added thirty-five chemicals and have 
dropped only one. All production and price charts and use patterns are brought 
up to date, and the economic aspects of each chemical are largely rewritten. 


FoutKEe, Roy A. Practical Financial Statement Analysis. 4th ed. New York: 
McGraw-Hill Book Co., 1957. Pp. xx+712. $10.00. 


The standards of eleven basic ratios (such as current liabilities to tangible 
net worth, funded debt to net working capital, and so on) have been brought up 
to date in this new edition. All other tables and forms have been updated, and 
the effects of recent changes in financing methods on the financial condition of 
business are described. 


HENDERSON, HuBERT. Supply and Demand. Chicago: University of Chicago Press, 
1958. Pp. xi+-142. $2.25. 


This classic treatise, first issued in 1921 and revised in 1932, has been com- 
pletely reset and is again available as one of the most useful, simple, and au- 
thoritative statements of basic economic theory ever published. 


HickMAN, W. Brappock. Corporate Bonds: Quality and Investment Perform- 
ance. New York: National Bureau of Economic Research, 1957. Pp. x-+-33. 
$.75 (paper). 

The problems of classifying securities by the various measures of prospective 
quality in common use and then analyzing the actual performance of the securities 
in each class are considered in this paper. 


KeitH, LyMAN A., and GuBELLINI, CARLO E. Business Management. New York: 
McGraw-Hill Book Co., 1958. Pp. viii+480. $6.50. 


This non-technical introductory textbook begins with the evolution of a busi- 
ness enterprise and then carries its development through the basic management 
functions. 


Money MANAGEMENT INSTITUTE OF HOUSEHOLD FINANCE CorPorRATION. (ed.). 
Money Management: Your Home Furnishings Dollar. Rev. ed. Chicago: 
Household Finance Corp., 1957. Pp. 36. $0.10 (paper). 


Planning for attractive interiors and selecting home furnishings wisely are the 
major topics treated in this newly revised booklet. 


N.A.M. REsEARCH DEPARTMENT. Major Tendencies in Business Finance. New 
York: National Association of Manufacturers, 1958. $1.00 (paper). 
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The wealth of statistical data presented in this report makes clear how inflation 
has caused business accounting records to be misleading in regard to the extent 
of business expansion (in real terms), in regard to the manner in which it jg 
financed, and in regard to the need for venture capital. 


NATIONAL BuREAU OF ECONOMIC RESEARCH (ed. staff). Federal Lending: Its 
Growth and Impact. New York: National Bureau of Economic Research, 1957, 
Pp. viii+48. $1.00 (paper). 


This paper summarizes the main findings of the bureau’s book-length study 
entitled Federal Lending and Loan Insurance, describing how the programs de- 
veloped, the services offered, the experience of the government as a lender, and 
the impact of the credit activities undertaken on private finance and the economy. 


NATIONAL BUREAU OF ECONOMIC RESEARCH. The National Economic Accounts of 
the United States. Washington, D.C.: Government Printing Office, 1958. Dis. 
tributed by National Bureau of Economic Research, New York 16. Pp. 202 
$0.65 (paper). 


This report includes recommendations for changes in the structure of the 
system of national economic accounts and in the organization of national economic 
accounting work, as well as for improvements in basic data, in the national income 
and product accounts, and in estimates of other segments of national economic 
accounts. 


NEMMERS, Erwin E. Hobson and Underconsumption. Amsterdam: North-Holland 
Publishing Co., 1956. Pp. ix+-152. 15.50 guilders; $4.00. 


Although the work of John A. Hobson has received passing attention from a 
number of leading economists, this monograph is the first to give extended critical 
treatment to Hobson’s main contributions. 


Peacock, ALAN T., et al. (eds.). International Economic Papers, No. 7. New 
York: Macmillan Co., 1957. Pp. 184. $3.50 (boards). 


Among the papers included in this issue, students of finance will find three of 
special interest: “On the Methodology of the Theory of Tax Capitalization,” by 
Einaudi; “The Basic Concepts of National Accounting,” by Lindahl; and “A 
Basic National Budgeting Model,” by Kragh. 


RICHTMEYER, CLEON C., and Foust, Jupson W. Business Mathematics. 4th ed. 
New York: McGraw-Hill Book Co., 1958. Pp. xii+412. $5.75. 


The exercise and problem lists have been revised, expanded, and brought up 
to date in this new edition, which continues the series of student self-tests in- 
cluded in previous editions. 


SAMUELSON, Paut A., BisHop, R. L., and Coteman, J. R. (eds.). Readings in 
Economics. 3d ed. New York: McGraw-Hill Book Co., 1958. Pp. xi+-474. 
$3.25 (paper). 


Nineteen of the selections which appeared in the second edition have been 
dropped, and eighteen new selections of more up-to-date interest have been added 
in the new edition of this standard book of readings. 


SEELYE, ALFRED L. (ed.). Marketing in Transition. New York: Harper & Bros., 
1958. Pp. x+337. $4.50. 
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The thirty-two essays by various experts presented in this volume have been 
selected with a view to depicting the many important changes which have been 
taking place in the field of marketing since World War II. 





SEIDMAN, WALTER S. Accounts Receivable and Inventory Financing. Ann Arbor, 
Mich.: Masterco Press, 1957. Pp. 149. $4.75. 
The author explains in detail the mechanics of operation and the legal principles 
involved in financing receivables and inventories, and includes reproductions of 
three dozen forms in the Appendix to this volume. 


SHACKLE, G. L. S. Time in Economics. Amsterdam: North-Holland Publishing 
Co., 1958. Pp. 111. 6.50 guilders. 


In this small volume the author analyzes the complex concept of economic 
time and its relations to the problems of decision and uncertainty. He also con- 
siders several dynamic mechanisms and ends with an appendix on the limitations 
of economic theory. 


SuIskIn, Juttus. Electronic Computers and Business Indicators. New York: 
National Bureau of Economic Research, 1957. Pp. iv-+-50. $1.00 (paper). 


The applications of an electronic computer program in studying economic 
indicators to determine the stage of the business cycle at which the economy 
stands are treated in this paper, which was reprinted from the October, 1957, 
issue of the Journal of Business. 


SmitH, Howarp R. Government and Business: A Study in Economic Evolution. 
New York: Ronald Press, 1958. Pp. xi+802. $7.50. 


A modified historical approach is used in this new textbook, which emphasizes 
the underlying context within which economic policy is formulated rather than 
limiting its treatment to a description of particular policies. 


Vernon, Raymonp. Trade Policy in Crisis. Princeton: Princeton University Press, 
1958. Pp. 24. Gratis (paper). 
This essay is concerned with the “Present Drift toward Protectionism and 
Economic Withdrawal” on the part of the United States. 


Ciype WILLIAM PHELPS 
University of Southern California 


ANNOUNCEMENT 


Because of new and heavy responsibilities at the University of 
Wisconsin, Harold Fraine has resigned as Editor of this Journal. 
Joel Segall, formerly Acting Editor, has been appointed Editor. 

The Editorial Board wishes to thank Harold Fraine for his long 
and distinguished services which have contributed so much to the 
development of the Journal. To Joel Segall it expresses its gratitude 
for his work as Acting Editor and its pleasure at his acceptance of 
the post of Editor. 

LESTER V. CHANDLER 
For the Editorial Board 


COAST FEDERAL SAVINGS 


(Financial Statement) 
June 30, 1958 





ASSETS 

Cash and Government Bonds...» «86, 902,670.86 

G.1. Government Guaranteed ool FHA Loans 24,063,135.61 

Coast Federal Loans 187,179,062.69 

Ownership in Federal Home Loan Bank... 4,034,500.00 

Rt LT 
TOTAL__________.____.$304,410,236.94 


LIABILITIES 

Savings Accounts...» ___.......-.----.$245,854,862.22 

Advances from Federal ome Loan ney _..... 27,696,263.60 

Loans in Process and Other Liabilities...» _.....  3,647,065.05 

General Reserves and Surplus...» ===> SS 27,212,046.07 
TOTAL __.....$304,410,236.94 





MAIN OFFICE 
9TH & HILL, LOS ANGELES, CALIFORNIA 


OTHER CALIFORNIA OFFICES 


10TH & PACIFIC, SAN PEDRO 
237 EAST FIRST ST., LONG BEACH 
236 WEST SECOND ST., LOS ANGELES 
8616 VAN NUYS BLVD., PANORAMA CITY 


JO CAA PRES 


COAST FEDERAL AL SAVINGS } 











JAAMAAAAAAAAAAAAAAAA AAAAAAAA, ¥ AAAAAAAAAAAAAAAAA Ss i Pate A i ee i \ » —o 





